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A Message from the President 


of the United States 


Throughout his distinguished career, our youngest elected President 
has recognized the vital potential of effective financial management 
in government and has sponsored numerous proposals for improve- 
ments in federal financial management. During his years in Congress, 
as Representative and United States Senator from Massachusetts, he 
frequently joined other forward-looking legislators in broad bipartisan 
support of measures directed toward general improvement in federal 
financial management techniques. Since becoming President, his keen 
interest in financial management improvements has been demonstrated 
on numerous occasions and is reflected in his official message to the 
Federal Government Accountants Association on the occasion of its 
Tenth Annual National Symposium. 

This inspiring message was addressed to FGAA President Raymond 
Einhorn and was read to all attending the opening sessions of the 
Symposium held last May 18 to 20 in the Shoreham Hotel, Washington, 
D.C. Because of its special and continuing interest, it is being published 
in this issue of THE FEDERAL ACCOUNTANT in advance of other proceed- 
ings of the Symposium. The Symposium proceedings will appear in 
the next issue of THE FEDERAL ACCOUNTANT, to be published December 
1, 1961. 


ON this, the occasion of your Tenth Annual National Symposium, 
I extend my greetings and congratulations. Yours is a young and 
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vigorous association that I know has contributed increasingly 
toward the resolution of Federal financial management problems 
over the past ten years. The next decade will be even more 
demanding. Your membership will face numerous challenges as 
we work toward our goals of stimulating national growth and 
satisfying essential public needs. 

The subject of your Symposium, “Changing Dimensions of 
Financial Management in the Federal Government,” gives evi- 
dence of your awareness of the problems ahead. I wish you well in 
your endeavor. 

As Federal accountants and financial managers, I would stress 
to you two things: We must have prudent stewardship of our 
public funds; and we must obtain effective results for every dollar 
expended. The resources of this Administration are directed 
toward those objectives. I enlist your support and earnest 
cooperation. 
JouNn F. KENNEDY 
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Edwin 7. B. Lewis 


The Federal Accountant 


and Its Potential 


Much of the influence of professional associations is commonly 
exerted through their publications, and not infrequently the quality 
of an association’s publications becomes the measure of its professional 
standing. An outstanding professional journal, particularly, does much 
to enhance the influence of the publishing association and thereby 
reinforces the bonds uniting the membership of that association for 
constructive purposes. It is not surprising, therefore, that publication 
of a professional journal of merit is often regarded as the most im- 
portant service a professional association can render to its member- 
ship and others interested in its particular field of professional endeavor. 


THE many benefits which accrue from excellence in publications 
have special significance to the Federal Government Accountants 
Association and its aspirations because of the limitations inherent 
in the governmental environment of its membership. These limi- 
tations restrict many of the Association’s activities, but fortunately 
they have not operated to create any significant obstacles for the 
Association’s fast-growing principal publication, The Federal 
Accountant. Contrariwise, they have tended to impel the Associ- 
ation to focus on The Federal Accountant as the most promising 
means of serving its membership and otherwise advancing the 
objectives to which the Association is dedicated. 

In turn The Federal Accountant, if it is to fulfill its important 
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potential as the Association’s principal publication, must become 
prominently identified with the Association’s basic purposes and 
objectives: 

a) To unite professional accountants in the federal service for 
constructive endeavors. 

b) To encourage and provide a means for free interchange of 
ideas among accountants in the federal service. 

c) To aid in the improvement of accounting and auditing in the 
federal government. 

d) To contribute to the improvement of education in the field 
of accountancy, with emphasis on the application of account- 
ing and auditing to the activities of the federal government. 

These basic purposes and objectives are broad in scope and relate 
to the common goal of improved financial management in the 
federal government. Together they can be construed as establish- 
ing for The Federal Accountant a mission that is constructive and 
especially praiseworthy—the improvement of financial manage- 
ment. There is no other mission conceivable which could reflect 
more completely membership motivation and interests or which 
could accord more appropriately with The Federal Accountant's 
status as the Association’s principal publication. It is, moreover, a 
mission which gives The Federal Accountant a role among profes- 
sional journals that is not only unique but of recognized public 
significance. 

Inherent in this mission is an obligation on the part of The 
Federal Accountant to provide a full range of coverage of the finan- 
cial management field in the federal government. Thorough cover- 
age of the entire financial management field is essential if The 
Federal Accountant is to become, as it should become, an indis- 
pensible forum for the mutual sharing of the philosophy, theory, 
and experiences of the financial experts in the federal government. 
Incompleteness of coverage would have the effect of discounting 
one or more of the Association’s basic purposes and objectives, 
for each can be importantly advanced through The Federal 
Accountant. 

The Federal Accountant’s increasingly significant contribution 
towatd the Association’s first objective—uniting professional 
accountants in the federal service for constructive endeavors— 
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reflects the expression it gives to the collective interests which 
motivate membership in the Association. Individual participation 
in the Association’s wide range of activities is often limited by time, 
geography, and varying membership interest, but a professional 
journal that provides reasonable coverage of the full range of 
membership interests is capable of transcending these limitations 
to an extent unequalled by any other activity in which the Associ- 
ation might engage. The Federal Accountant reaches every member 
no matter where located and is available to each at his individual 
convenience. For many members it necessarily represents the most 
tangible and continuing attribute of membership. 

The full extent to which The Federal Accountant has become a 
factor in attracting new members would be difficult to measure, 
but its influence in extending and strengthening the bonds of mem- 
bership is no doubt substantial. Its contribution toward uniting 
accountants in the federal service for constructive endeavors is 
significant even when membership participation in Association 
activities is regrettably passive. The mere fact that The Federal 
Accountant is distributed to all members gives it considerable influ- 
ence in inspiring support for progressive financial management 
proposals. Continued growth over the years has made it an increas- 
ingly important factor in establishing a climate favorable to finan- 
cial improvements, and much of the progress being achieved 
reflects the intangible but highly effective stimulus which this 
favorable climate fosters. 

Somewhat greater activity is required of the membership if The 
Federal Accountant is to make a major contribution toward the 
Association’s second objective: encouraging and providing a means 
for the free interchange of ideas among accountants in the federal 
service. Worth-while interchanges often take place during national 
and regional symposia, chapter meetings, local seminars, and vari- 
ous other assemblies of members, but these are necessarily limited 
in scope and cannot be expected to reach the entire membership. 

Only publications, and principally The Federal Accountant, can 
provide any real assurance of the membership-wide interchange of 
ideas to which the Association aspires. In any interchange, however, 
both expression and assimilation are basic, and neither is possible 
without membership activity. If ideas are to be interchanged 
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through The Federal Accountant, they must first be crystallized 
into a form appropriate for publication, and once published they 
must be read and discussed or the interchange that is sought fails 
to materialize. 

The interchange of ideas most to be desired is among members 
and cannot be achieved unless: the subjects covered in The Federal 
Accountant reflect the full range of membership interests, a pre- 
ponderance of the articles and other material is authored by 
members, and these articles and other material are generally stimu- 
lating, if not provocative, in order to escape the oblivion of dull- 
ness. On all three counts The Federal Accountant may be adjudged 
“acceptable” or better. It specializes in areas of primary interest 
to the membership, providing reasonable even though as yet incom- 
plete coverage of the full range of membership interests. It partic- 
ularly welcomes articles from members and the majority of articles 
published are authored by members. That its articles are stimu- 
lating is well attested by increasingly frequent and invariably 
favorable reference to them in other publications of national 
repute. 

Both the objectives thus far considered are directed toward 
accountants in the federal service and are premised on the mutual 
enrichment that comes from the commingling of professional inter- 
ests in voluntary group activity. To this end they have as their 
underlying purpose the fostering of appropriate professional 
co-operation among the individual accountants (and others) who 
collectively form the financial management corps in the federal 
government. In the remaining two objectives emphasis shifts from 
federal accountants as individuals who should become voluntary 
participants in group professional activities to the major public 
services toward which these group professional activities are 
directed. 

The third objective deals broadly with the improvement of 
accounting and auditing in the federal government through: 

1. Advancement of accounting principles and conventions and 
auditing standards in their application to the operations of 
the federal government. 

Appropriate utilization in the federal government of account- 
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ing methods and techniques for purposes of management con- 
trol and accountability to the public. 

3. Utilization of accounting in the federal regulatory and taxing 
activities. 

4. Observance in the federal government of professional stand- 
ards and criteria in the performance of accounting and audit- 
ing work. 

Improvements in these major financial management areas tend to 
flourish with the spread of information and ideas, especially where 
imparted through sources free of any taint of “government propa- 
ganda.” The obviously spontaneous background of The Federal 
Accountant gives it an incalculable advantage over possible official 
sources in disseminating information that can be of assistance to 
members and others in their official duty assignments. 

Significantly this statement of major financial management areas 
constitutes the most authoritative guidance available as to the 
coverage The Federal Accountant should provide for the member- 
ship and others interested in this particular field of professional 
endeavor. Articles dealing with these areas are accorded highest 
priority subjectwise in editorial selections and equitable coverage 
is given each area over the course of a year if at all possible. In a 
very real sense The Federal Accountant is morally obligated to 
provide coverage of the full range of interests held forth by the 
Association to its members in bringing them together for co-opera- 
tive professional endeavors. The most conspicuous instances of 
inadequate coverage to date involve the regulatory and tax phases 
of accounting in the federal government, and these inadequacies 
may well account for the relatively few members from regulatory 
and tax agencies. 

The Association’s fourth objective is to contribute toward the 
improvement of education in the field of accountancy, with empha- 
sis on the application of accounting and auditing to the activities 
of the federal government. Federal accounting and auditing 
applications are strongly influenced by such special characteristics 
of the federal environment as the unparalleled volume encoun- 
tered in government programs dealing with individual citizens, 
numerous statutory and overlapping administrative restrictions, 
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and frequent program changes dictated by fluctuating political and 
economic considerations. Over the years teaching and other educa- 
tional efforts oriented toward these applications have been handi- 
capped by the lack of generally available material dealing with 
the federal environment. It is only in recent years that this 
deficiency has been eased somewhat through The Federal Account- 
ant’s specialization in Federal financial management areas. 

Apart from the very substantial furtherance of this objective 
inherent in its contributions toward the other three, The Federal 
Accountant's ability to contribute toward improved education in 
general would seem to depend on its circulation among potential 
members and other nonmembers who would most benefit from 
this specialized educational material. To date only about 10 per 
cent of its circulation is to nonmembers, although numerous 
university libraries are subscribers and library copies probably 
reach and influence more readers than the average copy mailed to 
an individual. In any event, a greatly expanded circulation among 
university personnel and others interested in education is much 
to be desired and might well stimulate an educational momentum 
in which the Association could take considerable pride. 

The Association’s five years of affiliation with Cornell University 
in cosponsoring The Federal Accountant reflect its strong interest 
in educational endeavors. These years of affiliation with Cornell 
University have been by far the most productive in the ten-year 
history of The Federal Accountant. The accomplishments of these 
years have, in large measure, fulfilled the hopes held forth at the 
time this co-operative relationship came into being. It is particu- 
larly gratifying, therefore, that the close relationship with Cornell 
University is to continue in future years, even though this issue of 
The Federal Accountant is the last to appear under the primary 
cosponsorship of Cornell University. Arrangements have been 
made to have future issues of The Federal Accountant printed in 
Washington, D.C., where they can be better synchronized with 
operations of the National Office of the Association. 

There is no more promising portent of future progress than 
Professor A. M. Hillhouse’s acceptance of the invitation of the 
Association to participate actively in advancing its plans for expan- 
sion of The Federal Accountant. Professor Hillhouse, a distin- 
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guished accountant and educator, serves on the faculty of the Grad- 
uate School of Business and Public Administration at Cornell 
University and has long been associated with The Federal Account- 
ant as a member of the Advisory Board at Cornell University. 
Through Professor Hillhouse Cornell University will continue to 
make an important contribution toward the basic objectives to 
which the Association is dedicated. 

A major program for expanding The Federal Accountant was 
authorized by the Executive Committee of the Association at its 
annual meeting last May. Plans are now well under way to make 
The Federal Accountant more comprehensive, more current, more 
stimulating, more membership-oriented, and, hopefully, more 
effective in its role as the Association’s principal publication. 











Dr. Duido Hertel 


Organization and Functions 
of the Federal Audit Court 


in Germany 


The Federal Audit Court of Germany is a central audit agency which 
is independent of government and subject only to the law. In order to 
prevent conflicting interests from interfering with the Court’s work 
and to guarantee its independence, the law specifically provides that 
Court officials may not be members of Parliament or the government. 
The primary functions of the Audit Court are to improve administra- 
tive controls, to keep the administration responsible to Parliament, 
and to assure that the state is administered as prescribed by law. The 
financial controls exerted by the Court have a bearing on all phases of 
the budgetary process, from the initial hearings and confirmation of 
the budget by the Parliament through to the execution of the budget 
and rendition of final accounts. 

Dr. Hertel is President of the Bundesrechnungshof of the Federal 
Republic of Germany. This article is based upon an address given 
before the Federal Government Accountants Association of Frankfurt / 
Main, January 1961. 


THE German answer to effective and responsible financial control 
in government is a three-pronged system based on parliamentary 
control, administrative audit responsibilities designed to ensure 
proper financial management throughout government, and an 
independent central audit agency—the Federal Audit Court or 
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GERMAN AUDIT COURT 


i$ 
Bundesrechnungshof.! The Federal Audit Court is established by 
law as a “Highest Federal Authority” and therefore is not sub- 
ordinate either to the Parliament or to the government. The 
operations of the Court and the financial controls it exerts affect 
all phases of financial management, beginning with the budget 
hearings and confirmation of the budget by the Parliament and 
extending throughout the period of budget execution, which 
terminates with the rendition of accounts by the government 
and the decision by the legislative bodies (the Bundestag and 
the Bundesrat) on the discharge of the government from its 
budgetary responsibilities. 

These far-reaching responsibilities are reflected in the varied 
activities of the Federal Audit Court. Its first objective is to assist 
in improving administrative control through current post audits 
aimed at determining the propriety, and above all the legality 
and economy, of the financial transactions and operations of the 
government. Its second objective, to keep the administration 
responsible to Parliament, is advanced by assisting Parliament in 
its consideration of budgetary estimates and by advising it on the 
discharge of the government from its budgetary responsibilities 
for the fiscal year under review. In preparation for the discharge 
to be given to the government, the Federal Audit Court is required 
to submit to the Parliament an annual report summarizing its 
major findings and criticisms. This annual report is submitted 
with the final appropriation account prepared by the Finance 
Minister and audited by the Federal Audit Court. 

In some respects the annual report of the Federal Audit Court is 
not unlike that submitted to the Congress by the Comptroller 
General of the United States, but the American system does not 
provide for a discharge to be given to the government, although 

1The Federal Audit Court, or Bundesrechnungshof, functions at the federal level 
in Germany but has state-level counterparts in the various states, or Lénder, which 
comprise the Federal Republic of Germany. These state or Land agencies are entirely 
independent of the Federal Audit Court, but joint audits often are conducted on 
matters affecting the jurisdiction of more than one Land or of the federal govern- 
ment and a Land government. Extensive joint interests have led the federal and 
and Land audit courts to co-operate in discussing problems of financial control and in 
establishing guidelines for uniform auditing practices and procedures. Most of the 


statements appearing in this article thus apply equally to these independent audit 
courts of the various Lander. 
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the General Accounting Office does settle the accounts of individu- 
al accountable officers. Representatives of the General Accounting 
Office are understood to attend Congressional Committee Hear- 
ings on budget matters to provide advice and assistance. Attend- 
ance at budget hearings is an important function also of the Federal 
Audit Court. Audit Court participation in budget hearings is 
basically preventive in nature; it enables the Parliament, before 
decisions are reached, to make use of the latest knowledge and 
experience gained by the Court. 


ORGANIZATION OF THE FEDERAL AUDIT COURT 


Membership in the Federal Audit Court consists of a President, 
appropriate Direktors, and those Ministerialraéte who have been so 


appointed. Organizationally the Audit Court is divided into a | 


“presidency,” of which the Gutachtenabteilung (literally, “‘Depart- 
ment of Expert Opinion’’) is a special department, and six main 


specializing in particular fields. The audit departments and the 
Gutachtenabteilung are headed by Direktors. The President, 
Vice-President, Direktors, and those Ministerialrdéte who, as 
Court members, direct the various audit branches, enjoy judicial 
independence. 

In order to prevent conflicting interests from interfering with 
the Court’s work and to guarantee the Court’s independence in its 
audits, the law specifically provides that Court officials may not be 
members of the Federal Parliament or government nor of any 
Land Parliament or government. This provision demonstrates the 
exceptionally independent status of the Audit Court officials. 

The personnel of the Federal Audit Court number about five 
hundred, of which ninety-five are officials of the senior service. To 
carry out its high responsibility, the Federal Audit Court relies not 
only on experienced officials with superior attributes and long years 
of service in government administrative departments and agencies 
but also on qualified specialists recruited from industry and busi- 
ness. Most of the Court’s personnel are assigned to the thirty-six 
audit branches, in numbers depending upon the scope and field of 
activities. 
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Unlike the United States General Accounting Office, in which 
the Comptroller General is alone responsible to the Congress, the 
Federal Audit Court in audit matters follows the basic principle of 
joint decisions by two officials, the cognizant Direktor and Minis- 
terialrat. These two officials constitute for a problem a section; 
however, any problem may be referred to the President if either 
of them or the President should so decide. In addition, any matter 
at issue may be referred to one of the six Senates or Chambers of 
five members each for decision if the cognizant Direktor or Minis- 
terialrat so elects or if the President decides that the matter should 
be referred to a Chamber. The President acts as Chamber Chair- 
man. There is a High Chamber of thirteen members to decide 
problems involving the jurisdiction of more than one Chamber 
and other questions referred to it by the President. The President 
also may elect to have the advice and counsel of the High Chamber 
before making his own decision on matters reserved to him. 


FUNCTIONS OF THE PRESIDENT 


The President directs and supervises all audit activities of the 
Court. Further, in order to carry out the Court’s objective of more 
efficient and economical administration, wide powers are vested in 
the President to institute special audits, surveys, and investigations. 
Thus, the Law concerning the Establishment and the Functions 
of the Federal Audit Court provides that he will render advice 
and counsel on all subjects relating to the receipt, disbursement, 
and application of federal funds upon the request of the legislative 
bodies, the federal government, or the Finance Minister. In addi- 
tion he may, in agreement with the cognizant Land agencies, advise 
and assist any Land or legal entity under public law upon request. 

Even wider authority has been provided, since every President 
of the Federal Audit Court is appointed concurrently Federal 
Commissioner for Economy and Efficiency in Administration. 
Consequently, proposals for more efficient and economical admin- 
istration may be made on the President’s own initiative. In addi- 
tion, the Federal Ministers are required to seek the President’s 
advice when financial operations and changes in organization or 
methods of major importance are contemplated or budget estimates 
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prepared. On request of a Federal Minister, the President may 
attend Cabinet meetings to give advice whenever subjects within 
the area of his jurisdiction are being considered. 

In carrying out his responsibilities, the President makes maxi- 


mum use of the Court’s Gutachtenabteilung and other Court | 


officials plus outside experts for studies looking toward simplifica- 
tion of the Administration. Unlike decisions on audit matters, 


which can be made by one of the line audit departments or one | 


of the Chambers, decision on all efficiency and organization studies 
performed by the Gutachtenabteilung is reserved to the President. 
This arrangement facilitates and accelerates these special activities, 


which in no way encroach upon the Court’s audit function assigned | 


to it by the law but rather serve to strengthen that function. 


JURISDICTION OF THE FEDERAL AUDIT COURT 


The jurisdiction of the Federal Audit Court is broad. The Law | 
concerning the Establishment and the Functions of the Federal [| 


Audit Court specifically provides that the Court shall audit the 


financial transactions and operations of all federal departments | 


and agencies. It is equally specific as to the auditing of such federal 
special property as the Equalization of Burdens Fund, the ERP 
Special Fund, the Federal Post and Telecommunications Adminis- 
tration, and the Federal Railways. Audits of the Federal Railways, 
however, are conducted on somewhat different premises on account 
of the existing audit service of the Federal Railways. In addition, 
the Court reviews and audits the financial operations of the social 
insurance institutions, where subsidized out of public funds, and 
operations of the unemployment insurance and unemployment 
relief funds. 

All federal public corporations, institutions and foundations in 
the form of legal entities-at-public law are subject to Court audits. 
In addition, all federally-owned real property is subject to audit 
review by the Court. Consequently the Court’s jurisdiction extends 
to agencies not included organizationally in the federal administra- 
tion but which execute parts of the federal budget, or have received 
federal funds for the accomplishment of specific projects, or admin- 
ister federal property or federal funds. These arrangements have 
been made to fulfill the needs for effective control over the diversi- 
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fied financial transactions and operations in which the modern 
state is engaged. 

Because of the division of functions between the federal govern- 
ment and the governments of the Lander, and the subsidy payments 
to economic and cultural programs, private or public, federal funds 
in rather considerable amounts are being spent by nonfederal 
agencies. There are, for instance, funds appropriated to finance 
scientific research, subsidize agriculture and support the Federal 
Government Youth Program, as well as funds allocated to meet 
financial obligations arising out of the last war and to improve 
and construct federal highways. As the federal government is 
responsible to Parliament for the funds expended in this area of 
public interest, audit review by the federal auditor is indispensable. 

If agencies other than those of the federal administration receive 
federal grants, subsidies, or loans, the recipients are required to 
submit to the authorizing agencies such detailed information as 
may be necessary to substantiate the utilization of the funds. They 
also are subject to on-site audits if deemed appropriate. 


TYPES OF AUDITS MADE 


In discharging its auditing responsibilities, the Federal Audit 
Court is required to audit the accounts pertaining to the federal 
receipts and expenditures, and assets and liabilities, including cur- 
rent and future financial obligations of the federal government. In 
addition, inquiries are made into the budgetary consequences of 
federal laws and projects and into the implications of fiscal policies 
and procedures. 

With so many items on its work schedule, the Court frequently 
relies on test checks and concentrates on specific points. Subjects of 
lesser importance may be left to administrative auditors. A con- 
siderable portion of the Court’s audit effort is devoted to audits 
at the sites of the operating departments and institutions. Audits 
also are made of accounts, documents, and information related to 
business enterprises in which the federal government has an inter- 
est as a shareholder or partner. Other activities include organiza- 
tion and efficiency studies looking toward simplification of the 
administration. 

The backbone of any financial control is the audit function, 
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which now extends far beyond the audits made in earlier years for 
formal and mathematical correctness. The audit of government 
accounts carried out by the Federal Audit Court seems to be closely 
akin to the audit of the financial transactions of the government 
performed by the United States General Accounting Office. 

The principles by which German audit activities have been 
guided for many years are: propriety, legality, and, particularly, 
economy and efficiency of the financial operations of the govern- 
ment. The motive for economy and efficiency is not, of course, 
striving for profit but the desire to derive maximum benefit for the 
well-being of the country at the lowest possible cost to the 
taxpayers. 

Audits cover all revenues and expenditures. Revenues are aud- 
ited to determine whether in the raising and collection of revenues 
all sources have been fully utilized and exhausted, whether federal 
taxes and other dues have been assessed and collected as prescribed 
by the law, and whether any improvements could be made. The 
audit routines also protect the interests of the taxpayer in that care 
is taken to see that amounts wrongfully assessed and collected 
revert to him. Expenditures are scrutinized to ascertain whether 
they are provided for in the budget and are in accordance with 
existing law and pertinent administrative regulations. Particular 
attention is focused on whether expenditures are justified and in 
keeping with the need for economy. 

In the field of government property management, the Court 
maintains control by looking into bills, inventories, statements of 
assets and liabilities, and profit and loss statements, to assure that 
federal funds are utilized and disbursed economically and efficient- 
ly. Such audit controls are of special importance in the case of those 


federal agencies that operate in accordance with the principles and 


procedures applicable to commercial corporate transactions and 
therefore prepare statements of assets and liabilities and profit 
and loss. Examples are the Federal Railways, the Federal Post and 
Telecommunications Administration, and the Federal Printing 
Office. In these audits, problems related to depreciation, financial 
structure, liquidity, and methods of financing are studied and 
analyzed from the standpoint of principles relating to the 
accounting for costs. 
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The points of view from which audits are performed often 
depend on the subject matter under review. Personnel and payroll 
activities, for instance, are primarily scrutinized for compliance 
with statutory and regulatory provisions. These activities may also 
be reviewed to ascertain whether recruitment or upgrading of 
personnel could have been avoided, or whether establishments 
have been maintained or positions retained which could have been 
curtailed or eliminated without prejudice to the administrative 
purpose pursued. On the other hand, procurements, including 
construction services, are audited from the point of view of their 
economy and efficiency. In the vast area of construction, deficient 
plans and specifications, substandard and extravagant construction, 
and inexpedient project prosecution are as much the subject of 
criticism as any weakness in the procedure followed in placing 
contracts and the settlement of accounts. 


AUTHORITY OF THE COURT 


To be able to discharge its audit responsibilities, the Audit 
Court has specific rights. It may request the operating agencies to 
furnish information or to submit files and other records con- 
sidered necessary for audit purposes. Similar to the centralized 
audits of the United States General Accounting Office, the Audit 
Court may require the accounts to be sent to its headquarters for 
audit; but, wherever possible, preference is given to the far more 
effective control on the site of the agency under audit. This type 
of audit may be compared to the comprehensive and other 
site audits conducted by the General Accounting Office. On-site 
inquiries, discussion of problem areas during the audit, and meet- 
ings between Court auditors and members of the agency under 
review upon completion of the audit are adequate to secure better 
results in less time. 

Even after the completion of an audit, the Court is free to revert 
to any matter for further review if deemed necessary. It should be 
noted, however, that the procedure of completing the Court’s audit 
directed toward improving administrative control has nothing to 
do with the discharge given to the government upon completion 
of the Court’s audit looking toward compliance with the law. The 
decisions completing the Court’s audit for improving administra- 
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tive control do not have the character of decisions reached by courts 
of justice. It is up to the executive to decide whether the decisions 
of the Audit Court should be implemented, because the sole 
responsibility for its budgetary operations rests with the executive. 

Ultimately the degree of success of the Court’s auditing control 
effort depends upon the quality of its arguments. The wide report- 
ing powers conferred upon the Audit Court, for the purpose of 
carrying out its objective of assuring that the state is administered 
as prescribed by law, provide a basis for the Court to report to 
Parliament on all major points of criticism and on the progress 
of corrective action taken by the government departments and 
agencies. The executive may at any time during the audit choose 
to adopt or to reject the opinion of the Audit Court, in which latter 
instance the executive must answer to Parliament if the matter at 
issue is pursued by the Audit Court. 

The purpose of the audit of government accounts in Germany 
is to produce reliable audit results that will allow an intelligent 
appraisal of the financial transactions and operations of the govern- 
ment. This requires careful evaluation of a great many details over 
a long period of time in order to assess properly the deliberations 
and efforts which have taken effect during the period under 
review. 


INTERIM AUDIT ACTIVITIES 


It is generally recognized that maximum benefit cannot be 
derived from post auditing which lags far behind actual operations 
in the government departments and agencies. Consequently, suc- 
cessful efforts have been made toward turning a post-auditing 
agency into a fast-moving instrument of control over public finance 
to meet the challenge of the modern state. By virtue of its ‘“‘watch- 
dog”’ function, the Court may elect to become active prior to the 
rendition of accounts by the operating agencies. It is free to raise 
critical comment on government transactions or operations either 
before the decision-making stage or after the recording stage. These 
“anticipatory” audits should not, however, be construed as amount- 
ing to executive power to approve or reject, for, as previously men- 
tioned, the executive alone is responsible to Parliament. 
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GERMAN AUDIT COURT 
PROPERTY AUDITS 


As the Court’s audit jurisdiction extends to the area of govern- 
ment property management, property audits form a part of the 
Court’s regular program of audit of government accounts. An 
exception to this general rule is of necessity the audit of corpora- 
tions under private law in which the federal government has a 
direct or indirect interest as a shareholder or partner. Audits of 
these corporations are made in accordance with the principles and 
procedures applicable to commercial corporate operations. Here 
the audit is directed primarily toward controlling the ministries 
which handle such federal interests and the Finance Ministry to 
the extent required in consequence of its function as Ministry of 
the Budget. These audits are performed on the basis of the docu- 
ments and records to which the federal government as a partner or 
shareholder has access and the reports from such members of the 
board of directors as have been so appointed upon the recom- 
mendation of the federal government. Where company statutes or 
special agreements permit, the Federal Audit Court may institute 
an audit by its staff, or require an audit by an independent profes- 
sional auditor or firm. Only such federal undertakings as operate 
as legal entities under public law are subject to full audit by the 
Federal Audit Court. 


SPECIAL STUDIES ON EFFICIENCY 
AND ORGANIZATION 


Special efficiency and organization studies by the President as 
Federal Savings Commissioner contribute importantly to the objec- 
tive of modern financial control over public funds. These studies 
may be made separately or as part of the Audit Court’s regular 
audit of government accounts. They include systematic inquiries 
into functions, organizational structure, personnel management, 
techniques, and procedures. Special inquiries may disclose dupli- 
cation of functions; activities, such as development and research 
work, which might best be left to science and industry; and weak- 
nesses in organizational and staffing requirements. The flow and 
processing of the work are analyzed to see if they can be improved, 
simplified, or accelerated by utilizing modern mechanical equip- 





22 THE FEDERAL ACCOUNTANT 


ment and other up-to-date procedures. Opinions arising out of 
these studies more often than not add up to recommendations for 
changes in organizational and staffing requirements. 

These reports, which deal with essential questions relating to 
the management of budgetary funds, contain findings and recom- 
mendations addressed to the government departments and agen- 
cies. Like the audit of government accounts, these studies assist in 
improving administrative control and have an effect on the politi- 
cal sphere of Parliament, where they act as a focal point in the par- 
liamentary budget hearings rather than in the procedure followed 
to discharge the government from its budgetary responsibilities. 


ANNUAL REPORT TO PARLIAMENT 


The most effective contribution to financial control is achieved 


through the efforts made to assure that the state is administered in 
accordance with the law. To carry out this major objective, the 
Federal Audit Court is required to submit to Parliament an annual 
summary report covering the entire fiscal year under review. This 
report is designed to assist Parliament in reaching its decision on 
the discharge to be given to the government upon completion of 
the annual final appropriation account by the Finance Minister. 
As prescribed by law, the report to Parliament is made up of three 
parts: Part I contains comments on the annual final appropriation 


account prepared by the Finance Minister; Part II, major objec- [ 


tions arising out of the audit of enterprises having their own legal 
entity; and Part III, a memorandum of the President of the Federal 
Audit Court summarizing the most important findings of the audit. 

The comments cover specifically observations on the propriety 
of the appropriation account; departures from the budget; viola- 
tions of legal and other regulatory provisions; and excess and extra 
budgetary expenditures for which parliamentary consent has not 
been obtained. Here again criticism is focused on the propriety, 
legality, and economy of the execution of the budget. 


PARLIAMENTARY DISCHARGE OF THE GOVERNMENT 
FROM ITS BUDGETARY RESPONSIBILITIES 


The Audit Court submits its report to the Finance Minister, 
who then transmits it to the legislative bodies, the Bundestag and 
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the Bundesrat, together with the final appropriation account 
prepared by him. 

The government may not alter any of the contents of the Audit 
Court report. The final account and the Audit Court report are 
discussed by the Bundesrat finance committee, the Bundestag 
Rechnungspriifungsausschuss, which is a subcommittee of the 
Bundestag budget committee, and the Bundestag budget com- 
mittee itself, before being forwarded to the Bundestag full assembly 
for decision. The final account and the Audit Court report usually 
pass through the Bundesrat without extensive discussion. The 
weight of the whole procedure rests with the Bundestag, where the 
audit results are carefully studied and discussed in great detail by 
the Rechnungspriifungsausschuss. 

These parliamentary subcommittee meetings are attended by 
federal government representatives to be heard whenever required 
and by members of the Federal Audit Court to furnish information 
whenever asked for in the course of discussion. At this stage require- 
ments may be imposed upon and recommendations made to the 
government as a whole or any minister. Discussion in the Bundestag 
budget committee concentrates on issues highlighted by the 
Rechnungspriifungsausschuss. Here again both government and 
Audit Court participate. 

Finally, the budget committee decision, embodying the com- 
mittee’s recommendations on the discharge of the government and 
action on specific points, provides the basis for discussion in the 
Bundestag full assembly. The decisions of the Bundestag full assem- 
bly add special weight to the findings of the Audit Court which the 
administrative departments and agencies cannot neglect. 


PARTICIPATION IN BUDGET DELIBERATIONS 


By no means does the impact of the Audit Court report ter- 
minate upon parliamentary decision to discharge the government 
from its budgetary responsibilities. On the contrary, the knowledge 
and experience reflected by the facts presented for the discharge of 
the government bear on future budgets in their preparation stage 
and in the parliamentary budget hearings, in which the Federal 
Audit Court takes an active part. To carry out this objective, the 
Court, unlike the United States General Accounting Office, has 
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far-reaching powers to render opinions on individual budgetary 
estimates. 

The Court's effort toward keeping the administration respon- 
sible to Parliament, to assure that the State is administered as pre- 
scribed by the law, takes full significance in the last stage of the 
budgetary process and thus makes its influence felt on the new 
budget cycle. In addition, modern developments have brought to 
the German audit agency the function of an advisor in the parlia- 
mentary budget hearings. Audit Court members in constant attend- 
ance at the parliamentary budget committee hearings make it 
possible to furnish to Parliament expert advice and counsel on all 
questions of basic and specific concern. 
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Norman Lee Burton 


Government Experience as a 


Qualification for the CPA 


Certificate 


‘Laws regulating the practice of accountancy as a profession have 
been enacted by all the states and the District of Columbia in order 
to protect the general public from incompetence and to assure that 
those who hold themselves to be experts in matters of accounting are 
in fact truly experts. Although the statutes governing the issuance of 
CPA certificates are generally similar, there are some rather wide varia- 
tions in specific requirements relating to experience and education. 
The expanding requirements of the federal government for controls 
over financial activities have resulted in a growing demand for qualified 
accountants and auditors, and the CPA certificate has become increas- 
ingly recognized as a mark of proficiency. Hence, there has been a 
growing interest in obtaining certification on the part of federal govern- 
ment employees. This article concerns itself with the extent to which 
the various laws recognize government experience as a part of the 
qualifications for a CPA certificate.” 

Mr. Burton is a member of the Office of Professional Services, United 
States Army Audit Agency and is a certified public accountant of both 
Illinois and Washington. 


DURING the six and one half decades since the first Certified 
Public Accountant certificate was issued, pursuant to a law passed 
in the State of New York in 1896, public accounting has become an 
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established profession in the United States. During that time 
the initials CPA, signifying “certified public accountant,” have 
acquired such prestige that annually more than fifteen thousand 
persons take the examinations that must be passed before they 
may receive the coveted certificate. 

The CPA certificate was established by law in the interest of 
protecting the public from incompetence, by appropriately identi- 
fying those deemed to have demonstrated their qualifications to 
serve the public in accounting and auditing. With the expansion 
of business and industry, the increasing penetration of government 


into the affairs of business organizations and individuals, and the 


growing requirements of government itself for better controls over 


its financial activities and stewardship, the need for qualified [ 


accountants and auditors grew in proportion. Business and govern- 


ment tapped the developing accounting profession as the best f 


source from which to acquire capable financial administrators. 
Thus, as the accounting profession grew in wisdom and in stature, 


many of its members found employment with business, industry, | 


and government, to their mutual benefit. 

More than 1,700 certified public accountants currently are in 
the employ of the federal government. In the grading of civil 
service examinations, special credit is at times allowed those who 
have earned CPA certificates. Many government employees sit for 


the CPA examinations, and because a substantial number of the | 


state boards of accountancy recognize as qualifying for the certifi- 
cate certain types of government experience, there is a growing 
interest on the part of federal employees in efforts to obtain CPA 
certificates. 

The public accounting laws enacted by the states and island 
possessions of the Uinted States include statements of the condi- 
tions under which a person may become a certified public account- 
ant—the criteria whereby the boards determine, first, his eligi- 
bility to take the examinations, and second, his technical fitness 
for the certificate. This article is concerned primarily with but one 
aspect of these criteria—namely, the extent that the laws recognize 
government experience of candidates as qualifying for the CPA 
certificate. 
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The statutes and regulations which are the basis for the informa- 
tion in this article, are assembled in the Accountancy Law Report- 
er, Second Edition, published by Commerce Clearing House, Inc., 
in co-operation with the American Institute of Certified Public 
Accountants. Changes in the laws, if any, subsequent to December 
31, 1960, have not been considered nor have State Boards of 
Accountancy been consulted. 


ACCOUNTANCY LAWS IN THE UNITED STATES 


Every state, the District of Columbia, Puerto Rico, and the 
Virgin Islands, issue Certified Public Accountant certificates, in 
compliance with their respective laws relative to the practice of 
public accounting. No law authorizes the federal government to 
issue such a certificate. The act under which the District of Colum- 
bia issues CPA certificates, though passed by the Congress of the 
United States, is, for the purpose of this discussion, the law of a 
jurisdiction comparable to a state. General reference to state CPA 
laws or practices includes the acts that authorize the District of 
Columbia and the Island Possessions of the United States to issue 
certified public accountant certificates and pertinent activities of 
their boards of accountancy. 

Since their original enactment the public accounting laws of the 
various states have undergone many amendments and revisions in 
an endeavor to adjust the pertinent legislation to the constantly 
expanding scope of the services required of public accountants. 
These changes in the laws have, in the main, had three purposes: 
(1) to regulate the practice of public accounting through the regis- 
tration and annual licensing of those engaged in it, (2) to give legal 
sanction to the practice of public accounting by limited categories 
of individuals who have not qualified for the CPA certificate, 
and (3) to strengthen the value of the CPA certificate through 
increasing the requirements for its acquisition. 

Administration of the several CPA laws is assigned to appro- 
priate state boards or offices, in accordance with the provisions 
of the laws creating them. Most of the boards have established 
regulations to govern their activities and to make explicit the 
requirements for CPA certificates. 
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REQUIREMENTS FOR THE CPA CERTIFICATE 


For his original CPA certificate an aspirant must: take written 
examinations. Every state also provides by law for the issuance of 
CPA certificates “by reciprocity.” Under this procedure the exami- 
nations are waived for any person who has received an equivalent 
certificate by examination in another state if otherwise deemed 
worthy of receiving the certificate in the jurisdiction in which he 
applies. 

The requirements that applicants for original certificates must 
meet fall into the following categories: (1) citizenship, (2) residence 
and/or place of business, (3) age, (4) character, (5) education, (6) 
experience, (7) examinations, and (8) fees for examinations. Most 
government employees who aspire to become certified public 
accountants are principally concerned with experience require- 
ments. They want to know whether their work in government can 
be accepted as qualifying for a CPA certificate. 

The CPA laws are intended to provide criteria for determining 
the fitness of applicants to engage in the practice of public account- 
ing. In the early history of public accounting legislation in the 
United States the basic criterion for such fitness was the written 
examination. Gradually an educational requirement was deemed 
desirable, and finally most of the states recognized the importance 
of suitable and adequate experience as a prerequisite to the exami- 
nation, or, in some states, only to the issuance of the certificate. 
As accounting literature and instruction at a high level became 
more prevalent, many of the laws were modified to give some 
experience credit for education and technical training beyond high 
school. 

The several states are not in agreement as to the character and 
amount of education and experience a CPA candidate should have 
before he is permitted to take the examinations, or is considered 
eligible for the certificate. In many states only employment with 
public accountants, and in some only employment with certified 
public accountants, is recognized. The majority, however, accept 
an “equivalent,” leaving with the related state boards of account- 
ancy the responsibility for determining what constitutes an equiva- 
lent to experience with a public accountant or certified public 
accountant. In a few instances attempts have been made in the 
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laws or related regulations to spell out the sort of experience that 
will be accepted as the equivalent to public accounting. In the 
final determination, however, a state board decides whether a 
candidate’s experience is acceptable. 


GOVERNMENT EXPERIENCE 


Only two states, Illinois and Montana, have no experience 
requirement as a prerequisite to the issuance of a CPA certificate. 
Illinois, however, specifies that only “registered” public account- 
ants may practice public accounting, and that to be registered a 
certified public accountant must have had from one to three years 
(depending on his educational background) of experience on the 
staff of a “practicing certified public accountant or practicing 
public accountant.” 

To the extent that experience is a requirement for admission to 
the CPA examination or for the certificate, the following jurisdic- 
tions do not accept government experience: Delaware, District of 
Columbia, Kansas, Maryland, Michigan, Missouri, Nebraska, 
Nevada, New York, Pennsylvania, Rhode Island, South Carolina, 
South Dakota, Utah, Virgin Islands, and Washington. No experi- 
ence is required, however, of applicants for Maryland CPA 
certificates who “‘shall have graduated from a school of accountancy 
having at least a two years’ course. . . .,”” nor of applicants for North 
Dakota certificates who have “completed a course of not less than 
two years in accountancy in a state institution of higher education 
or in some other school of recognized standing.” 

Six other states—Arizona, Delaware, Minnesota, Oklahoma, 
Oregon, and West Virginia—do not require experience of appli- 
cants who have graduated from an accredited four-year college and 
have majored in accounting. Two states—Colorado and Florida— 
require no experience of candidates who, in addition to graduation 
from a four-year college with an accounting major, present evidence 
of at least one year of graduate work with specialization in account- 
ing. Colorado and West Viginia may in their discretion recognize 
the “equivalent” of an accounting major when the candidate is a 
graduate of a four-year accredited college or university. 

The laws of seventeen states specifically permit CPA candidates 
to include in their applications government accounting and audit- 
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ing experience for evaluation as qualifying experience. In some 
instances, agencies and types and levels of acceptable work are 
identified; in others, the reference to the recognition of government 
experience is in general terms. 

The jurisdictions listed below identify, but do not in every case 
limit, government experience they will recognize. 

Alabama: “...a continuous period of three years as an auditor 
of income tax returns under the Treasury Department of the 
United States, with a rank not lower than that of Agent under a 
Revenue Agent in Charge, or a rank equivalent thereto should 
such rank be abolished”—Alabama State Board of Accountancy 
Regulations, Section 4 (d). 

Colorado: “...doing accounting work as an employee of the 
United States internal revenue service as an income tax field agent, 
or the United States general accounting office as a comprehensive 
accountant or auditor, or the State of Colorado department of 
revenue as an income tax field agent, or as a comprehensive 
accountant or auditor for the state of Colorado. . .”—Colorado, 
H.B. 215, Laws 1959, Section 7 (1) (b) (iii). 

Florida: ...In the case of an applicant who holds a degree in 
Business Administration from an accredited college or university 
with a major in accounting. . .the Board will accept three years of 
employment as an auditor with the office of the State Auditor of 
the State of Florida as the equivalent of one year of experience 
required under the law. In the case of an applicant who otherwise 
meets the qualifications of the Board who is employed by The 
Bureau of Internal Revenue of The United States Treasury Depart- 
ment, the Board will accept three years of experience as an exam- 
iner in grade 9, with such Bureau, as the equivalent of one year 
of experience otherwise required by law’ —Florida State Board of 
Accountancy Regulations, Section B-7. 

Iowa: “... Three years continuous employment as a field exam- 
iner under a revenue agent-in-charge of the income tax bureau of 
the treasury department of the United States, as field examiner 
in the auditor’s, comptroller’s, banking, income tax or insurance 
departments of this state”—-Code of Iowa, 1958, Chapter 116, as 
amended, Section 116, 9-2. 
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Kentucky: “(1) Auditor of income tax returns, with a rank of 
not lower than that of agent under a revenue agent in charge, or 
deputy collector with a grade of at least CAF 7, or with a rank 
equivalent thereto should such rank be abolished, all such employ- 
ment being with the United States Treasury Department. 

“(2) Auditor of income tax returns, with a rank of not lower 
than that of Accountant—Income Tax Auditor, with experience 
in auditing all classes of returns of individuals, partnerships, cor- 
porations and fiduciaries, all of such employment being with the 
Kentucky Department of Revenue”—Kentucky Administrative 
Regulations, June, 1957, Addendum, SBA-4; SBA-2, 2—A(5) (a) (b) 
(© @ @). 

Loutsiana: “‘. .. The board has heretofore recognized as meeting 
the experience requirements of by-laws Article 15, persons who 
have been employed by the federal internal revenue service, oper- 
ating in the field as agents, and who hold the grade of GS~—7 (or 
higher) or its equivalent. . .”.—Louisiana Revised Statutes of 1950, 
Title 37.c.2 as amended, Regulations of State Board of Certified 
Public Accountants of Louisiana, paragraph 15, Official Comments. 

Minnesota: “.. .three (3) years of practical experience. . .in cer- 
tain governmental accounting positions. ... Qualifying govern- 
mental accounting experience may have been gained through 
employment in one or more of the following capacities: 

“(a) As an examiner or supervising examiner in the Office of 
the Public Examiner of the State of Minnesota, or in substantially 
identical offices of other states, engaged in examining the books, 
records, accounts, and affairs of state or local governments or their 
instrumentalities; 

“(b) As an auditor or supervising auditor in the Division of 
Cooperative Accounting of the State of Minnesota Department of 
Agriculture, Dairy and Food, engaged in examining the books, 
tecords and accounts of cooperative organizations; 

“(c) As a field examiner or supervising examiner of federal or 
state tax agencies, engaged in examining the books, records, 
accounts, and documents of taxpayers for the purpose of verifying 
financial data contained in income tax returns; 

“(d) As an accountant and auditor or supervising accountant and 
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auditor in the General Accounting Office of the United States of 
America, engaged in the examination of books, records, accounts, 
and affairs of departments, agencies, bureaus or instrumentalities 
of the federal government; 

“(e) As an auditor or examiner with any other agency of govern. 
ment if the experience is at least as comprehensive and diversified 
as that described in subsections (a) and (b) of this section” —Regu- 
lations, Minnesota State Board of Accountancy, as amended, Sec. 
tion 4(a)—(e). 

Mississippi: “...Two years of service in the Department of 
Internal Revenue as a revenue agent under civil service regula. 


tions;... Two years service as a field auditor in a department of | 


the State of Mississippi. . .”—Regulations, Mississippi State Board 
of Public Accountancy, as revised September, 1958, paragraph (d) 
(2) (3). 

North Carolina: “. . .two or more years as Field Agent under an 
Internal Revenue Agent In Charge or Special Agent In Charge of 
the Bureau of Internal Revenue. . .”—General Statutes of North 
Carolina, 1943, c. 93, Section 93-12(5). 

Virginia: “...he shall have been actively employed for at least 
four years preceding the date of his application by the United 
State Treasury Department as an internal revenue agent; or... 
by any Federal or State supervisory agency or instrumentality as an 
auditor or examiner, whose duties entail the audit or vertification 
of accounts and records and the preparation, based thereon, of 
reports to such agency or instrumentality for the purpose of super- 


vision or regulation. . .”—Virginia Code of 1950, Title 54, Chapter 
5, Section 54-89 (5). 
West Virginia: “...who shall have been actively employed for 


at least four years preceding the date of his application by the 
United States treasury department as an internal revenue agent;... 
or by any federal or state supervisory agency or instrumentality 
as an auditor or examiner, whose duties shall entail the audit or 
verification of accounts and records and the preparation, based 
thereon, of reports to such agency or instrumentality for the pur- 
poses of supervision or regulation. ..”—West Virginia Code of 
1931, as amended in 1931, 1951, and by H.B. No. 51, passed 
February 26, 1959, Section 2(5). 
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The states of California, Georgia, Hawaii, Massachusetts, 
Ohio, Oregon, and the Island of Puerto Rico specify the accept- 
ability of government experience, but do not designate agencies 
or positions. 

The remaining seventeen states recognize experience “‘equiv- 
alent” to that obtained through employment on the staff of a public 
accountant as qualifying for the CPA certificate, but do not spec- 
ify the acceptability of government experience. Since, however, 
the admissibility of such experience is not barred or denied by the 
statutes of these states, it may be inferred that their boards will 
accept appropriate government experience as qualifying for their 
certificates. 


RELATIVE WEIGHT ASSIGNED 
GOVERNMENT EXPERIENCE 


Not every state that accepts government experience as qualify- 
ing for its CPA certificates rates this experience on a par with that 
obtained in the offices of public accountants. Alabama, for example, 
considers three years of acceptable government experience as 
equal to two years in public accounting. Florida will accept three 
years of government experience, but requires only one year in 
public accounting. Georgia will accept of high school graduates 
three years of experience in public accounting or a combination 
of one year of public accounting plus four years of government 
experience, and of college graduates two years of public account- 
ing or one year of public accounting plus three years of government 
experience. Indiana will accept five years of government experience 
in lieu of two years in public accounting. Massachusetts provides: 
... if all or part of his accounting and auditing experience has been 
obtained in the employ of the United States government in field work 
which in the discretionary judgment of the Board, is equivalent to 
experience in public accounting, [a CPA candidate will] be credited 
with one year of requisite experience for every three full years of 
Government service in Grade 7... and/or for every two full years in 
Grade 9 or higher. 


New Jersey will accept no less than ten years of appropriate 
federal accounting experience as the equivalent of three years 
in public accounting. Virginia and West Virginia allow four years 
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of government experience as the equivalent of two years in public 
accounting. The Island of Puerto Rico authorizes its Board of 
Accountancy, in its judgment, to ‘‘accept as equivalent for each 
year of practice in the employ of a certified public accountant, 
two years experience...as accountant in the employ of the 
Commonwealth or Federal Government. ...” 

When no time factor is included to indicate the number of 
years of government experience considered the equivalent of a 
stated number of years in public accounting, the respective boards 
exercise their judgment to determine in each case an equivalent. 


GENERAL SUMMARY 


To summarize, twenty-four of the fifty-three jurisdictions that 
are authorized by law to issue CPA certificates have opened their 
doors to individuals who have had government accounting or 


auditing experience, to submit on their applications for CPA. 


examinations a statement of it for evaluation as the equivalent 
of public accounting experience, in whole or in part. Eleven 
other states accept government experience with specified agencies 
and in limited fields of activity. Sixteen boards are not permitted 
by law to consider as qualifying any experience except that 
obtained in the practice of public accounting. Two states require 
no experience of any kind. 

Of the types of government experience accepted by the boards, 
auditing, or a comparable service involving the examination of 
data and the rendering of reports thereon, is accorded the most 
favorable consideration. The administration, at a high level, of 
accounting activities is also given substantial weight. Little consid- 
eration, however, can be expected for accounting work of a routine 
repetitive character. 

It seems likely that, as the high quality of accounting and audit- 
ing in the federal government and in many of the states and local 
communities becomes more widely understood, the various leg- 
islatures will give serious consideration to appropriately presented 
suggestions for amendments to the CPA laws to give suitable recog- 
nition to government accounting and auditing experience of can- 
didates for CPA certificates. In this effort the Federal Govern- 
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ment Accountants Association can be expected to play an important 
role and exercise a strong influence. 

In the meantime, any employee of the government who aspires 
to become a certified public accountant, and wishes to use his 
government experience in accounting and auditing to meet the 
experience requirement for the CPA certificate, should acquire 
residence in a state that will accept his experience, and so docu- 
ment his application that there can be no question as to the 
nature of his qualifications. 





E. Reece Harrill 


Establishing Rates and 


Accounting for Government 


Enterprises 


Whether federal, state, or local, government-owned enterprises which 
are self-sustaining and self-liquidating (such as power projects, canals, 
bridges, tunnels, turnpikes, and water or sewer works) face a problem 
of establishing rates to be charged and appropriate procedures for 
accounting for the recovery of cost. Often the point is made that since 
such projects function without annual appropriations from general 
funds and are essentially business-type operations, methods of account 
ing and rate setting should be highly similar to those used in private 
industry. However, there are rather distinct differences between these 
public enterprises and their private counterparts, arising from methods § 
of financing, legal requirements, and contractual provisions relating 
to debt repayment. Because of these differences there are many instances 
in which establishment of rates and accounting procedures cannot and 
should not be the same as those found in privately-owned enterprises. 

Mr. Harrill is Assistant Administrator of the Saint Lawrence Seaway 
Development Corporation. 


PRIVATE enterprises are usually financed by both debt and capi- 
tal equity. Payments in the form of interest on bonds and dividends 
on stock, the cost of operating and maintaining the property, and 
the recovery of the investment, all must come from revenues 
earned. In general, privately owned enterprises have three sources 
of capital funds, as follows: (a) equity in the form of common and 
preferred stock, (b) funds borrowed by issuing bonds or other 
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evidence of indebtedness, and (c) earnings retained in the business. 

Common stock forms an essential part of the financing of any 
private corporation. Conservative financing dictates that stock 
equities should represent a sizable portion of the total capital- 
ization in order to minimize the fixed charges. A private company 
' can sell preferred stocks and bonds for the balance of its needed 
funds, both of which yield a lower return in the form of divi- 
dends and interest rates. However, most private companies main- 
tain a reasonable balance between borrowings and the debt equity, 
with equity capital frequently divided between common and pre- 
| ferred stock. No liabilities accrue when dividends on common 
stock and certain types of preferred stock are not earned and 
' declared. With bonds, the interest accrues even though not met 
, by revenues. There may be a difference in the results of opera- 
tion when a company is financed mostly by bonds instead of stocks. 


FINANCING OF GOVERN MENT-OWNED ENTERPRISES 


Federal, state, and local governments usually finance enterprises 
by one or a combination of the following methods: (a) appropria- 


tions (from general funds derived from taxation), (b) general obli- 
gation bonds, and (c) revenue bonds sold to the public or sold 
to the treasury of the government. 

Government-owned enterprises are not operated for profit as 
normally conceived in private industry, but are generally organ- 
ized to serve the users on a cost reimbursable basis. Many public 
enterprises are financed by the government because private invest- 
ors are not interested in the operations or do not want to under- 
take the risks connected with such major adventures. Some 
enterprises provide benefits to the public in general even though 
the cost is to be repaid by the users. Ownership is usually retained 
by the government even after the indebtedness to the public is 
liquidated, and the enterprise then is operated either on a no-fee 
basis or on a reduced-fee basis to cover the operation and mainte- 
nance charges. Government-owned enterprises are not subject to 
income or other taxes, although payments may be made to local 
authorities in lieu of taxes. In some cases, the enterprise may 
receive supplemental service from other governmental agencies 
without cost. As a result of all these special considerations, the 
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elements of cost which must be considered in the rate base and 
recovered through revenues are quite different from those of 
privately owned enterprises. 

The methods of establishing rates for services rendered or 
products sold and the accounting for government-owned projects 
may differ, depending upon the method of financing, the debt 
requirements, and other relevant considerations. If the enterprise f 
is financed wholly from revenue bonds, is required to be com 
pletely self-sustaining and self-liquidating, and has to pay out the 
cost within a given period, it is necessary in determining revenue 
requirements that adequate consideration be given to the debt 
service requirements; that is, the payment of interest and the 
liquidation of the debt. The debts of government-owned enter. 
prises may be payable in installments, in which event sufficient 
cash must be realized from revenue to pay annually all operating 
cost, interim replacements, interest, and debt installments. On 
the other hand, if the entire debt matures at one time, as in the 
case of term bonds, sufficient funds must be accumulated in the 
interim to retire the debt at the specified time. This places empha- 
sis on cash needs, which in turn are geared to the method of 


financing and the debt pay-out schedule. This has been the chief 
reason for many authorities and commissions to show debt service 
requirements and debt status rather than include depreciation, 
which is a nonfund charge and not as meaningful to the reader 
of the report or the managers of the enterprise, in their financial 7 
statements. 


The theory of the debt service (or cash) basis is that revenues 
must produce cash in the amount necessary to make all cash out 
lays as they become due. When this method is used, special atten- 
tion must be given to the cost of replacements of property which F 
frequently may not be chargeable to operating expenses. 


ESTABLISHMENT OF RATES—DETERMINATION OF 
ANNUAL REVENUE REQUIREMENTS 


In establishing rates or tariffs, it is necessary at the outset to 
determine the annual revenue requirements. The approaches to 
this‘ problem may differ depending upon whether the enterprise 
is publicly owned or privately owned. Even in a government 
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owned enterprise, the method may have to vary depending upon 
relevant legal requirements and the method by which the capital 
structure of the enterprise is financed, as well as the different 
elements of cost. 

Investors receive dividends and interest for the use of their 
money. In rate-making formulas, interest and dividends are 
included in the same category; that is, both are considered as 
returns on the investment and interest is not considered as an 
operating expense. 

Depreciation is one of the main topics in this article. It has 
been defined in many ways. For this discussion depreciation is 
defined as the process of spreading the value of a fixed asset over 
the accounting periods comprising the service life. 

Illustrated below are the considerations and concepts under 
both privately owned and publicly owned enterprises: 

Privately owned enterprise. The standard or orthodox method 
of determining the annual requirements of a privately owned 
enterprise for rate purposes is to include the following items (for 
illustrative purposes, hypothetical figures are used): 

Operating expenses $1,800,000 
Depreciation 500,000 
Taxes, income, and other 1,200,000 
Return on rate base (6% average 

on invested capital) 2,500,000 


Total annual revenue 
requirements $6,000,000 


The theory underlying this concept is that the private enter- 
prise must have sufficient revenue to cover all of its operating 
outlays, provide for depreciation, and show a fair return on the 
capital invested in the enterprise. Under this method, interest 
on the debt and dividends on stock are not, as such, treated as 
expense elements of annual revenue requirements, but instead 
are included in the amount provided for as the return on the 
rate base. 

Publicly owned enterprise. The following is a method used in 
determining the annual revenue requirements of a governmental 
agency financed from revenue bonds, and which is self-support- 
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ing and self-liquidating. For the purpose of this illustration, 
assume that the debt is $42 million, the rate of interest 3 per 
cent, and the bonds are payable in 30 years. The annual revenue 
requirements are: 


Operating expenses $1,800,000 
Annual interim replacements 100,000 
Payments in lieu of taxes 157,192 
Interest on bonds (3% on 

$42 million) 1,260,000 
Amortization of debt (sinking 

fund method 3%) 882,808 


Total annual revenue 
requirements $4,200,000 


If the debt is liquidated in installments, the annual install- 


ment would be $2,142,808, which is the sum of the interest and ‘f 


the amortization installment of the debt under the sinking fund 
method. If the enterprise is financed from serial or installment 
bonds, the interest charges will naturally be higher in the earlier 
years, when more bonds are outstanding, and decrease as time 
goes on, whereas payment on principal will be small in the 
earlier years and will increase as the debt is liquidated year after 
year. If financed by term bonds and a separate sinking fund is 
used in connection with the redemption of the bonds and interest 
charges, the payments for both interest and debt service will 
remain constant throughout the life of the bond. It can readily 
be seen that if the orthodox method of accounting for interest 
is used and the conventional profit and loss statement is util- 
ized, the method by which the bonds are redeemed has a different 
effect from year to year on the result of operation. 

In comparing the elements of cost in the rate base for the two 
cases, only one item has any similarity. The operation and main- 
tenance cost for any physical property should be comparable 
under either public or private ownership. Additionally, there 
could be certain variations as a result of service furnished by other 
governmental agencies. The trend now is to have government enter- 
prises reimburse other governmental agencies for their services 
rendered, to the extent feasible. 
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If a public enterprise were financed similarly to a privately 
owned enterprise (that is by equity capital), had the same flexi- 
bility with respect to paying off the debt and refinancing, and 
used depreciation in the rate base, then the utilization of depre- 
ciation accounting would appear proper. Consequently, no dif- 
ference should exist in accounting for annual depreciation charges. 
In such cases, depreciation accounting is applicable. 

In government-owned enterprises, the annual debt amortiza- 
tion requirements may often exceed annual depreciation charges. 
In such instances, this excess represents an additional revenue 
requirement, and the annual depreciation charge fails to show 
the recovery of the cost within a specified time. However, if annual 
debt amortization of a government-owned enterprise approximates 
or is less than the annual provision for depreciation expenses, such 
annual debt payments can be met from the depreciation fund. 

It can readily be seen that the method above is designed to 
bring in sufficient cash for the government-owned enterprise to 
take care of its obligations, including the liquidation of the debt. 
In contrast, the complete liquidation of the indebtedness of a 
privately owned enterprise in installments is usually not required 
and, in addition, a large part of the capital may be represented 
by equity capital. Many privately owned enterprises adopt the 
policy of having a permanent bond indebtedness through refi- 
nancing. These comparisons emphasize the importance of using 
different methods of determining the revenue requirements of 
publicly owned enterprises. 


DISADVANTAGE OF REVENUE BONDS OR 
LIMITED PAY-OUT PERIODS 


One of the main objections to revenue bonds or limited pay- 
out periods is that they discriminate between users in different 
periods during the life of the enterprise, particularly if the debt 
is paid off in a shorter period than the serviceable life of the 
assets. The early users, who are required to pay the interest charges 
and amortize the cost of the initial debt, carry heavier burdens 
than subsequent users, assuming the latter are relieved of debt 
amortization and interest. This is a fact. However, the decision 
to use revenue bonds or have short pay-out periods for govern- 
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ment enterprises is not based upon accounting considerations but 
economic and political considerations, and the rate makers and 
accountants should accept the circumstances and be guided 
accordingly. 

A point is made by some accountants that by the use of debt 
service instead of depreciation, no funds are accumulated for 
replacements of the assets which have lives greater than the period 
of the debt. Again this is a fact, but with a debt-free enterprise, 
after the pay-out has been completed, sufficient revenue would | 
undoubtedly be more than adequate for all such replacements, f 
Experience has shown that, after the debt is liquidated, not only | 
is enough revenue produced to cover the operation and mainte. f 
nance charges and replacements, but also the fee can often be 
reduced. 


FINANCIAL AND ACCOUNTING POLICIES OF 
THE SAINT LAWRENCE SEAWAY 
DEVELOPMENT CORPORATION 


° — : . ae 
The foregoing part of this article illustrates some of the dif- 
ferent concepts for rate making and accounting in privately and 


publicly owned enterprises, and (gives a background for the 

remainder of the article, whicl) deals with the method employed 
by the Saint Lawrence Seaway Development Corporation of the, 
United States and the St. Lawrence Seaway Authority of Canada. 

The financial plan of both Seaway entities is (1) to pay the | 
out-of-pocket cost of operating the Seaway, (2) to replace equip- 
ment and other assets with lives of less than 50 years, and (3) to 
amortize the Seaway debt within 50 years, including interest. 

In conformance with the method used and the factors consid- 
ered in establishing Seaway tolls, depreciation of Seaway and related 
facilities is not included in the operating cost or otherwise 
provided. 

The cost of the Seaway cannot be recovered through depre- 
ciation within the 50-year statutory period because many of the 
assets, such as lands, dikes, and channels, are non depreciable 
and other facilities, such as the locks and structures, have a useful 
life of more than 50 years. Therefore, the cost of the facilities 
must be recovered through the amortization of the debt within 
a much shorter period than their useful lives. 
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The use of debt service for both interest and the payment of 
principal instead of depreciation equalizes or distributes the 
Seaway cost on an annuity basis more evenly over the 50 years 
required to pay off the debt. Also, interest is included under 
the application of funds available for debt service and not as an 
operating expense. The comparisons in Table | show the results 
under the two methods. The illustration is based upon estimates 
developed by the tolls committee, which recommended the tolls 
formula and rate of tariff for Seaway use. For comparison, 100 
years has been used as the composite life of the project after 
considering both the nondepreciable properties and those depre- 
ciable. The tolls committee assumed that all available revenues 
would be distributed or applied each year. 


Results under Depreciation Method 


Under the depreciation method of accounting in the standard 
type of income and expense statement illustrated in Part A, it 
is noted that the total expenses in 1959 are $5,723,000; in the year 
1969 they are $7,179,000; and in the year 2007 they are $3,006,000. 
It is also noted that there appears to be a loss of $1,924,000 in 


1959, a profit of $349,000 in 1969, with increases in profits up to 


Table 7. Results of operations for the United States portion of the Seaway 
(in thousands of dollars) 





A. By use of depreciation 





Cumulative 
1959 1969 2007 for 50 yrs. 





Revenue $3,799 $7,528 $7,528 $360,831 








Expenses: 
Operation and 
maintenance $ 985 $1,350 $1,350 $ 67,135 
Interest 3,438 4,529 356 157,696 
Depreciation 1,300 1,300 1,300 65,000 








Total expenses $5,723 $7,179 $3,006 $289,831 








Profit or (loss) ($1,924) $ 349 $4,522 $ 71,000 
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B. By use of debt service 





Revenue 


Expenses: 
Operation and 
maintenance 
Interim replacements 


Total expenses 
Available for debt service 


Debt service: 
Accrued interest $3,438 
Less deferred 724 
Interest paid 
Payment on debt 


Total payment on debt 
service 


Unapplied balance 









































Cumulative 

1959 1969 2007 for 50 yrs. 
$3,799 $7,528 $7,528 $360,831 
$ 985 $1,350 $1,350 $ 67,135 
100 100 100 5,000 
$1,085 $1,450 $1,450 $ 72,135 
$2,714 $6,078 $6,078 $288,696 
$2,714 $4,530 $ 356 $157,696 
—0- 1,548 5,722 131,000 
$2,714 $6,078 $6,078 $288,696 

—0- -—0- -0- —0- 

















$4,522,000 in the year 2007. The net results for the 50-year period 
show a profit of $71 million. This standard or orthodox method 
of accounting or reporting results in misleading financial state- 
ments. For example, although the volume of traffic remained the 
same throughout the last 40 years of the pay-out period, the total 
expenses decreased after the tenth year due to declining interest 
charges which resulted in an increase in profits each year. This 
inadequate financial presentation led the Seaway entities to change 
their method of accounting and reporting. A showing of net 
profits may lead the Seaway users and other directly interested 
persons to the erroneous conclusion that the government is deriv- 
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ing large profits from the Seaway operations, and that the rate 
of tolls is too high. This is contrary to the facts, for with a legal 
obligation to pay out the cost within a specified time, there cannot 
be any such profits. 

The Seaway is not in a “profit and loss business” like privately 
owned enterprises. It is in a “recovery cost business” with a lim- 
ited and specified time to recover all cost. The words “profit,” 
“loss,” and “surplus” have no place in the financial statements of 
the Seaway entities, or any governmental agency which finances 
its improvements wholly with revenue bonds, and must return 
the investment within a specified time. 


Results under the Debt Service Method 


Part B of Table 1 uses debt service in lieu of depreciation. It 
will be noted that the amount available for debt service remains 
the same for the last 40 years of the pay-out period, and that the 
total payments on debt service also remain the same. The state- 
ment shows no profit or loss. Even though all interest is not met 
during the first five years of operation, the deficiency is considered 
in the nature of a capitalized cost or a deferred interest charge 
and not a loss from operations. The amount of interest deferred 
is the equivalent of an interest bond issued and must be recovered 
within the statutory pay-out period. One of the reasons for the 
anticipated deferment of interest during the first five years was 
because a traffic developmental period of ten years was antici- 
pated. The requirements were spread over the entire 50 years 
in order to avoid setting different toll rates through the pay-out 
period. In this way, the early users of the Seaway were not penal- 
ized because the Seaway was not used to capacity. Furthermore, 
the Corporation is not required by law to pay off one-fiftieth of 
the debt each year. 

Both Seaway entities have agreed to show debt service rather 
than depreciation accounting, and instead provided an annual 
provision for replacements of assets having useful lives of less 
than 50 years. A uniform system of reporting has been established 
since the tolls were based upon the total requirements for the 
Seaway for both Canada and the United States. By adopting 
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similar accounting concepts and principles, the financial state- 
ments of the two entities can be combined for comparing total 
actual performance with the over-all financial plan and pay out 
schedule. 

The procedure of accounting for debt amortization to provide 
for the recovery of cost within a given number of years instead of 
depreciation is an acceptable method widely used by state and 
local authorities and commissions that operate harbors, airports, 
power projects, sewer and water works, bridges, tunnels, highways, 
and turnpikes on a fee or toll basis, and which finance their cap 
ital improvements with revenue bonds. The financial require- 
ments of the Saint Lawrence Seaway Development Corporation 
are analogous to those of such autthorities and commissions. 

Before making the change in accounting procedures, inquiries 
were sent out to 44 authorities and commissions which were 
financed from revenue bonds and operated on a self-supporting 
and self-liquidating basis. A review of the financial reports and the 
answers to the questions showed that 34 of the 44 agencies did not 


include depreciation in their operating statements. Fifteen of f 


these 34 agencies were audited by well-known accounting firms, 
and their certificates contain no qualifications about their pro- 
cedure, except that they refer to the notes to the financial state. 
ments. These notes explain why depreciation was not used. Follow- 
ing are three examples of such notes: 

1. Deductions are made from revenues and reserves equal to 
payments to sinking funds and other principal payments on debts. 
These deductions are credited at par to the account “debt retired 
through income” and constitute the effective recovery of facility 
cost. Therefore, no separate deductions for depreciation are 
required. 

2. The records of the authority are maintained on a modified 
cash basis except for periodic adjustments of certain replace- 
ments and accruals. The bond resolution states that operating 
expenses shall not include any provision for depreciation or 
amortization of fixed assets, and accordingly no provision for 
depreciation has been included in the accounts or in the accom- 
panying financial statement. 
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3. The Enabling Act and the Trust Agreement provide that 
no allowance for depreciation be made. However, deductions from 
revenues are to be made to provide for redemption of bonds and, 
through the Reserve Maintenance Fund, to provide for major 
replacements of property. 

Most of the remaining agencies whose reports were received 
and which showed depreciation are either financed partly by 
contributions or appropriations, or the useful lives of their assets 
are such that depreciation provides sufficient funds to meet the 


| debt service. Some of the replies indicated that the lives of the 


properties were set up on an arbitrary basis for the same period 


Table 2. Comparative statement of operations (in thousands) 




















Current yr. _‘ Prior yr. 
Revenue $9,000 $8,500 
Operation, maintenance, and replacements 2,600 2,560 
| Excess of income over expenses 
(amount available for debt service) $6,400 $5,940 
Debt service: 
Interest accrued and paid $3,890 $3,970 
Annual payment required to liquidate 
debt within pay-out period $2,180 $2,110 
Deduct amount not met 110 
Add amount paid in excess of 
requirement 220 
Payment on debt 2,400 2,000 
Total debt service paid $6,290 $5,970 
Analysis of unapplied revenues: 
Increase or (decrease) in unapplied revenues $ 110 $ (30) 
Unapplied revenue brought forward from 
prior year 20 50 


Balance of unapplied revenues at end of year 
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as the terms of the bonds. One agency prepares statements under 
both methods. 

Tables 2 and 3 illustrate how an operating statement and bal. 
ance sheet might appear for a governmental enterprise that oper. 
ates under bond revenues or has a specified period for liquidating 
the debt. 


It will be noted in the balance sheet that the government’ [| 


equity is shown as the sum of the debt outstanding and the debt 
retired. The statement also shows the amount of principal required 
for payment on an annuity basis to liquidate the debt within the 
remaining statutory pay-out period and the actual payments made 


thereon, and the amount by which the actual payments were 


Table 3. Comparative statement of balance sheet (in thousands) 




















End of End of 
current yr. prior yr. 
Assets: 
Plant, property, and equipment $131,000 $131,000 
Accounts receivable 800 500 
Cash 500 200 
Other assets 700 100 
Total assets $133,000 $131,800 
Investment and liabilities: 
Revenue bonds outstanding: 
Maturing in future installments $108,710 $111,000 
Matured and past due —0- 110 
Bonds retired through revenue: 
According to pay-out schedule 22,290 20,000 
Payments in excess of pay-out schedule 110 —0- 
Total investment of U.S. Government $131,110 $131,110 
Unapplied revenues 130 20 
Accounts payable 1,700 600 
Other liabilities 60 70 





Total investment and liabilities $133,000 $131,800 
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more or less than the annuity requirement. The statement of 
financial condition shows the bonds paid according to schedule 
and the bonds unpaid, if any, due to insufficient revenues. It is 
also designed to show any payments made in advance of the sched- 
ule. These statements should disclose the status of the pay-out 
requirements of the government-owned enterprise. 


CONCLUSIONS 


Many interested in accounting and financial reporting may 
question whether any distinction should be made in the appli- 
cation of some fundamental principles to both the publicly and 
privately owned enterprises. There are, however, certain condi- 
tions and circumstances which may alter the application of the 
accounting principles used. The use of the same reporting basis 
for government-owned enterprises as for privately owned compa- 
nies, may result in the presentation of misleading information. 
Furthermore, the items of cost and the amounts involved are not 
always comparable. 

Depreciation need not be used by enterprises that are financed 
from revenue bonds, or by those which must pay out the capital 
investment in a much shorter time than the useful lives of the prop- 
erty, for depreciation does not recover the cost within the required 
time. The majority of the state and local authorities queried by 
the Saint Lawrence Seaway Development Corporation do not use 
depreciation in their financial reports. 

Property values of government-owned enterprises are not used as 
a basis for credit; hence, little interest is attached to their depre- 
ciated value, even for enterprises that sell their revenue bonds 
to the public. The bond holders in most cases are not concerned 
with current property values, or with the cost of the assets being 
spread over their useful life through depreciation charges. The 
greatest interest appears to be in the funds available for debt serv- 
ice and whether or not the investors are assured of recovering 
their investment within the term of the bonds. This is borne 
out by the fact that many of the bond indentures or bond reso- 
lutions of state or local enterprises prohibit the showing of depre- 
ciation in their operating statements. Of the 44 statements exam- 
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ined, 16 stated that depreciation was not to be used in the opera. 
ting statements. 

It is far better to recognize the facts and circumstances of legal 
requirements in the accounting and reporting than to impose non. 
applicable procedures which produce misleading results in the | 
financial statements. Accounting statements not only should be 


factual but also should show the facts in relation to the circum. | 
stances. 
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Alexander L. Stott 


Bell System Financing 


In the postwar years the Bell Telephone System has grown in an 
unprecedented fashion. Telephones in service increased threefold while 
the capital of the enterprise increased five times from $4 billion to $20 
billion. Such expansion has required vast expenditures for capital 
equipment and has created difficult problems of financing. Since World 
War II the System’s financing activities can be divided into four rather 
distinct periods, each with its own particular problems caused by eco- 
nomic conditions and money markets. During these postwar years $10 
billion was generated from internal sources and $14 billion was ob- 
tained from the sale of securities, representing more than 10 per cent 
of all new capital acquired from investors. In terms of equity financ- 
ing, the System sold over 20 per cent of all new equity issues publicly 
offered since the war. 

Mr. Stott is Comptroller of the American Telephone and Telegraph 
Company. This article is based upon an address given before the Fed- 
eral Government Accountants Association, Washington, D.C., April 
1961. 


IN the postwar years the Bell System has raised $14 billion of 
new capital to meet the nation’s demands for communications 
services. Within the System there are some twenty companies 
which operate throughout the United States. Each is highly 
autonomous and has its own board of directors. These companies 
serve 85 per cent of all the telephones in the United States and 


carry over their lines more than 90 per cent of all long-distance 
calls. 
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American Telephone and Telegraph interconnects the local 
companies over the nationwide communications network of its 
Long Lines Department and furnishes centralized services and 
expert advice to the System’s operating companies. It owns all 
of the common stock of fifteen of these companies and a majority 
of the stock of New England Telephone and Telegraph Com. 
pany, Pacific Telephone and Telegraph Company, Mountain 


States Telephone and Telegraph Company, and Illinois Bellf 


Telephone Company. The American Company owns a minority 
interest in the Southern New England Telephone Company, the 
Cincinnati and Suburban Bell Telephone Company, and the Bell 
Telephone Company of Canada. Western Electric is the 


manufacturing arm of the Bell System, and Bell Telephone Lab > 


oratories is the research and development unit. 


BELL SYSTEM POSTWAR GROWTH 


The Bell System has grown at an unprecedented rate in the} 
postwar years. System telephones in service increased from 22) 
million to 61 million and System capital from $4 billion} 


to over $20 billion. Telephone service has truly become a neces 


sity to the American way of life. In the postwar years the pro | 


portion of households with telephones has increased from 47 per 
cent to 80 per cent. 


The System has spent some $24 billion in the postwar years} 
for new plant and equipment. Of this, $10 billion was obtained f 


from internal sources and $14 billion from the sale of secur 
ties to investors. The System represents something over 1 per 


cent of the nation’s employment and output. Nevertheless, it} 


has accounted for 6 per cent of business expenditures for new 
plant and equipment and has required more than 10 per cent of 
all new capital raised through the sale of securities to investors. 
In terms of equity financing, the System has sold over 20 per cent 
of all new equity securities publicly offered since the war. 


BELL SYSTEM POSTWAR FINANCING PROBLEMS 


The System’s postwar financing can be divided into four sep 
arate and distinct periods, each with its own special financing 
probiems. The first included the early postwar years from 1946 
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to 1950. This was a time of readjustment from war to peace, when 
wartime controls were removed. It was a period of sharp inflation 
and included the recession of 1948-1949. 

The second included the years of the Korean War from 1950 to 
1953. This was a period of huge government expenditures, when 
prices were forced sharply upward by heavy forward buying to 


_ avoid wartime shortages. It was a period of wage and price con- 


trols and of deficit government spending which set the stage for 


' later inflation. 


The third was the post-Korean years. This was a period of 
relative stability following the fairly sharp reaction to the cut- 
back in government war expenditures and of steady economic 
expansion despite the recessions of 1953-1954 and 1957-1958. 
It was a period of booming stock market and of creeping inflation 


| with the price level rising even through the recessions. 


The fourth is the period of the late fifties to date. In this period 
the economy emerged in high gear ready for the soaring sixties. 


_ True, most of the great expectations for the sixties have not as 
lion F 


yet been realized, but one central theme is apparent. The price 


| level has been rising over the entire postwar period, and inflation 
continues to threaten the dollar unless its progress is arrested. 


EARLY POSTWAR YEARS 


In the first of these periods, at the end of World War II, the 
System faced tremendous demand for telephone service and had to 
undertake major construction programs. (a) There were over 2 


| million applications for telephone service that could not be filled 


because of shortages of materials and manpower. (b) Returning 
servicemen created unprecedented demand for telephone serv- 
ice. (c) Rapid increase in household formation and in the pro- 
portion of households wanting telephones also made for heavy 
demand. (d) Plant was heavily overloaded. As a result of this 
situation the System’s construction programs in the years 1946- 
1950 averaged more than $1 billion annually. In spite of the 
billions spent for new telephone plant, at the end of 1950 there 
were still 800,000 unfilled orders for main telephones and 1.7 
million unfilled orders for a higher grade of service. 

It was a difficult period. On the one hand sharply rising wage 
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and material costs resulted in much higher costs of telephone 
plant than before the war. On the other hand the telephone com. 
panies’ rate structures were based on prewar levels of cost. Con- 
sequently earnings were squeezed between the millstones of ris. 
ing costs and prewar rates. Although the telephone companies 
moved vigorously to improve earnings through operating eff 
ciencies and rate action, their earnings were generally at alarm. 
ingly low levels throughout this early postwar period. In 1947 
the System earned $1.34 per share less than its long-standing $9 
dividend. In the war years earnings had not been good, and this 
dividend was not earned in 1942, 1944, or 1945, as well as in 
1947, so that going into 1948 the System had failed to earn its 
usual dividend in four of the last six years. 


Equity markets were generally weak in those postwar years. 


With poor earnings the System was in a particularly bad position 
to attempt stock financing and had no alternative in meeting the 


huge demand for service but to place its main reliance for new f 
capital on debt financing. Debt issue followed debt issue and f 


the debt ratio increased to over 55 per cent in 1949. 


As the debt ratio crossed the 40 per cent mark and continued f 
upwards, System bonds were downgraded by investors to levels f 


of lower-grade issues. As a matter of fact the System’s credit was 
seriously impaired by this high debt ratio. Except for the fact 
that the System came out of the war with a 31 per cent debt ratio, 


it could well have found it impossible to raise the capital required f 


for the large postwar construction program undertaken to meet 
the unprecedented demand for telephone service. 

Barred from the equity markets by poor earnings, the System 
offered three large convertible debenture issues to its stockhold- 
ers through rights in these early postwar years. These convertibles 
set the stage for the restoration of the debt ratio to lower and 
more appropriate levels as earnings improved. 

The terms of our convertible issues were unique to our busi- 


ness. Most corporations in offering convertibles set the conversion | 


price well above the market price of the stock at the time of 
issue, making the conversion privilege a plus value or a “sweet- 
ener” to help the sale of the debt. For such convertibles the con- 
version feature has little value until the earnings of the cor- 
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poration, in effect, grow up to the conversion price. Also most 
corporations provide for conversion by an exchange of securi- 
ties with no new equity capital being raised by conversion. 

The American Company adopted a different procedure. The 
conversion price was set somewhat below the market price of 
the stock at the time of the offer, thus giving the conversion 
privilege immediate value and making for an early flow of con- 
versions. Also a cash payment was required on conversion thus 
raising a larger amount of equity capital than the amount of the 
debt. This type of convertible sought to obtain equity capital 
as rapidly as possible. It was ideally suited to the System’s prob- 
lem in the early postwar years because such an issue would appeal 
to a wide range of buyers and thus enhance its prospect for 
success. 

With a conversion price somewhat below the market price 
of stock and payable in two installments the issue was attractive 
to stockholders. Weak equity markets had resulted in a rela- 
tively high dividend return on A.T.&T. stock, around 6 per cent, 
at a market price generally in the neighborhood of $140 to $160. 
This yield gave stockholders a strong incentive to convert, since 
they could exchange low-interest debentures— 234 per cent to 
314 per cent coupon—for stock at a conversion price somewhat 
below the market price of stock, thus providing a dividend return 
somewhat higher than the 6 per cent available in the market. 

In the early postwar years institutional investors were pur- 
chasing debt around the 3 per cent range and were interested in 
purchasing the convertibles on a yield basis. In the event of 
adverse stock markets the debentures might be expected to sell 
close to their investment floor, and institutional investors could 
be relied upon to absorb a large portion of the issue at prices 
which would afford a satisfactory investment yield‘ In effect, insti- 
tutions became standby underwriters for the issues. 

With abundant and low-cost bank credit (prime rates 114 per 
cent to 214 per cent) there was considerable speculative interest 
in the convertibles which could be purchased on a small margin— 
10 per cent or less. If investors could acquire the debentures 
close to their investment floor, the coupon on the debenture 
would more than carry the interest on the money borrowed for 
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their purchase. Furthermore, the possibility of loss on the down 
side was limited by the investment value of the debentures, 
whereas they had the potential for advancing along with any 
increase in the stock price. 

Also, arbitragers were important to the marketing and con- 
version of the convertibles. With market spreads favorable to 
their operations, arbitragers would sell stock, acquire and con- 
vert debentures, and deliver the stock so obtained to cover the 
short position in stock. 

Lastly, and important to the System, the debentures offered low- 
cost money until such time as they were converted into stock. 


THE FIRST POSTWAR CONVERTIBLE ISSUE IN 1946 


Although convertibles can be profitable when the market goes 
up, the first Bell System convertible issue of the postwar years— 


the 234 per cent of 1961 sold in 1946—is of interest from anoth- f 


er standpoint, because this issue illustrates that the market does 
not always go up. It also illustrates the difficulties in estimating 
future construction, the uncertainties in judging future market 
conditions, and the complications of a “sticky” issue. Since this 
issue occurred prior to the 3 for | split, the prices cited are in 
terms of the pre-split shares. 

Immediately following the end of World War II the System 
companies began to plan construction programs to meet the tre. 
mendous backed-up demand for telephone service. The best 
estimates at the time were that it might be necessary to raise up 
to $2 billion of new capital to do the job. Considering that the 
System has already raised almost $14 billion of new capital and 
the end is not yet in sight, this program in retrospect was hope- 
lessly inadequate. However, in the light of the conditions exist- 
ing in 1946 it was bold and forward looking, and, for reasons 
already mentioned, a convertible debenture seemed to offer the 
best hope of obtaining equity capital to meet a portion of these 
requirements. 

In August 1946 the American Company announced its inten- 
tion to issue about $350 million of convertible debentures at 
a conversion price not to exceed $150 and sought stockholder 
approval for the offer. At the time the stock of the American Com: 
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pany was selling close to $200. The announcement was followed 
by a sharp break in the price of American Company stock to 
$187 and in the Dow-Jones Industrial Average. Some market 
observers believed that the American Company touched off the 
general market decline of that year by showing lack of confidence 
in the future by setting a maximum conversion price as low as 
$150 when the stock was selling near $200. 

Just before definitive terms were set for the issue in October 
1946 the market price of the stock was close to $175. The Direc- 
tors of the American Company set the conversion price of the 
issue at $150 payable by surrender of $100 of debentures and 
payment of $50 in cash. This conversion price seemed in good 
relationship to the stock price of $175. However, by the record 
date in November the stock price had declined to $165 and dur- 
ing the offering period it broke through the $160 level. 

The stock continued to decline in price from the announce- 
ment of the issue in 1946 to mid-1949, when it reached a low 
for the postwar years of $138. The conversion price of this issue 
proved to be too high, conversions were slow, and the issue offered 
real complications in undertaking later equity financing. It was 
not until 1952, six years later, that as much as 50 per cent of 
this issue was converted. Conversions in 1951 and 1952 were 
stimulated by successive reductions in conversion price to $146 
and $144 and by the desire to obtain rights to subscribe to new 
convertible issues then being offered. 


KOREAN YEARS 


The invasion of South Korea in June 1950 marks the advent 
of the second period. Fearing further wartime shortages, the 
American public rushed to buy all types of goods. Prices spiraled 
upward in an inflationary climb which leveled off only temporarily 
after the end of the Korean War. The impact of military spend- 
ing began to be felt late in 1950, and by that time it was clear 
that the Korean conflict would not be of short duration. Prices 
and wages were frozen in January 1951, but the inflationary 
pressures of government deficit spending and a dynamically grow- 
ing private economy could not be contained short of complete 
economic control. 
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With heavy demand for capital it became apparent that the 
Treasury's early postwar policy of maintaining a low level of 
interest rates by supporting long-term government bonds at fixed 
prices was no longer workable. In March 1951 the Treasury and 
Federal Reserve announced a so-called “accord,” the effect of 
which was to allow the prices and yields of long-term govern- 
ment bonds to be determined by the free market, i.e., by the 
forces of supply and demand. With the “accord” the honeymoon 
of easy money was over, and interest costs began a long upward 
climb, culminating for the System in the sale of a New England 
Telephone and Telegraph debenture in 1959 with a coupon rate 
of 534 per cent. Shades of the 25 per cent to 33% per cent debt 
money of the early postwar pre-accord days! 

The dividend yield on the stock continued to be substantially 
higher than going interest rates during this period, so conditions 
were well adapted to convertible financing. The System’s fourth, 
fifth, and sixth large postwar convertible issues were offered to 
stockholders and were rapidly converted into stock. 

In the Korean War period inflation had a twofold effect on the 
System’s stockholders. First, even a slow “creeping” inflation 
robs an investor in a public utility of a substantial portion of 
his investment, and the Korean inflation was far from slow. This 
point will be further discussed later in the article when some 
views on reform of tax depreciation are presented. Second, the real 
value of the $9 dividend was slowly but surely being eroded. As 
the Korean period sowed the seeds of inflation, it also engendered 
among the stockholders a feeling of discontent with the dividend. 

During the Korean period, however, the System had an uphill 
struggle merely to maintain its earnings at about the 1950 level 
and had to use all its resources and ingenuity to keep earnings 
from being seriously impaired. Stockholders recognized the Sys- 
tem’s problems with inflation and saw that adequate earnings 
simply were not available for a dividend increase during these 
years. While stockholders were troubled by the inroads that infla- 
tion was working on their dividend return, they more or less 
accepted it. It was not until the latter part of the 1950’s, when the 
dividends and market prices of other securities increased sharply, 





that 


al 


rd 


aPeae 


1€ 
y, 





BELL FINANCING 59 


that stockholder discontent with the $9 dividend really began 
to be evident. 


THE POST-KOREAN PERIOD 


Following a setback in 1953--1954, which accompanied the 
sharp cutback in defense spending at the end of the Korean 
War, the economy resumed its upward progress. Gross national 
product and industrial activity continued a steady upward rise 
from 1954 until 1957 and, while the price level resumed a slow 
rise after the middle of 1956, the economy was operating for almost 
three years at a good rate under conditions of relative stability. 
By the end of 1956, after spending $14 billion for new plant and 
equipment since the war, the System was able to report that 
unfilled orders for main telephones had decreased to 150,000 
and unfilled orders for a better grade of service had decreased to 
a mere 700,000. 

With an expanding economy and relative stability, System 
earnings were gradually improved. As a result earlier convertible 
debentures were fully converted into stock and the seventh and 
eighth large postwar convertible issues were offered to stock- 
holders. 

The expanding economy made for a boom in the stock market. 
Dividends and stock prices of many securities increased sharply. 
A.T.&T. stockholders compared the performance of their stock 
with other stocks and clamored for a change in dividend. The 
events leading to the stock split and dividend increase in 1959 
are sufficiently important to warrant special comment. 


STOCK SPLIT AND DIVIDEND INCREASE 


Expansion of the telephone business depends upon raising large 
amounts of equity capital from investors. To do this the System 
must be in a position to compete on equal terms with other cor- 
porations for capital. Therefore our stock must be attractive 
and owners of our stock must be willing not only to retain their 
investment but to increase it. Further, to carry on construction 
programs exceeding $2 billion a year, the System must be in a 
position to attract a steady stream of new investors. It was becom- 
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ing increasingly evident in the late 1950’s that the position of 
A.T.&T. stock was slipping, and there were many manifesta. 
tions of stockholder discontent. 

A.T.&T. stock had been losing ground relative to other invest- 
ments, particularly since the start, in 1953, of a long period of 
growth in market values and dividends for other stocks. The 
gain in A.T.&T. stockholders had slowed down markedly, and 
during late months of 1958 small investors had actually become 
net sellers of A.T.&T. stock, as evidenced by odd-lot trading. 

Many letters were received from stockholders complaining 
that the System had done well by customers and employees but 
that the stockholder was a forgotten man. Stockholders pointed 
out that the purchasing power of the $9 dividend represented 
only half that of the prewar period. 

The deterioration in investor interest in A.T.&T. stock was 
not surprising when its performance was compared with other 
stocks in the postwar period. The per cent of increase from Jan- 
uary 1, 1946, to November 30, 1958, was as follows: 


Market 
price Dividend 
Moody’s 125 industrials 242 222 
Moody’s 24 utilities 100 94 
A.T.&T. (% adjusted for rights) 20 16 


As a result of strong growth, investment companies were becom- 
ing more and more important as a source of investment funds and 
in swaying investment opinion. For a time the System was high 
on their lists, but beginning in 1956 there was a pronounced trend 
toward liquidation of A.T.&T. stock by investment companies. 
Furthermore, they were becoming strong competitors for the 
funds of small investors. 

A number of large life insurance companies had acquired our 
stock in the early postwar years. By 1958 they had either closed 
out their accounts or reduced them sharply in the belief that 
A.T.&T. offered little attraction. Prudential, for example, held 
29,000 of the pre-split shares at the end of 1956 and liquidated 
them entirely. 

Toward the middle and latter part of 1958 numerous market 
letters predicted a flight of capital from the telephone business 
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unless some action was taken to make the stock more attractive. 
By late in 1958 professional investment people generally had 
become convinced that the System must increase the $9 dividend, 
which had remained unchanged since 1922. 

All these signs pointed clearly to a steady and further deter- 
joration in the position of A.T.&T. stock relative to other invest- 
ments unless investors could feel that there was some hope of 
sharing in the growth of the System and thereby having at least 
a partial protection against the damaging postwar inflation. 

The Directors of the American Company recognized these 
trouble signs but until late 1958 they did not believe that Sys- 
tem earnings had been sufficiently proven to warrant a change 
in dividend. In December 1958 the Directors recommended that 
the stock be split on a 3-for-1 basis and the dividend on the new 
shares increased to $3.30 annually—a 10 per cent increase— 
starting with the dividend payable in July 1959. By the split the 
stock was put in the buying range of more people and the action 
strengthened the System’s ability to compete successfully for the 
large amounts of capital needed for future growth. As a result, 
the stock price increased from $67 to $85 and stockholder growth 
resumed again. Between April 1959, when the split was approved, 
and today, the number of A.T.&T. share owners has grown from 
1,630,000 to over 2,000,000. Why did this action—a mere 10 
per cent increase in dividend—have such a profound effect on 
investors? The reason is that this action gave investors new hope 
that their investment in A.T.&T. stock would share in the growth 
of the System and provide some measure of protection against 
inflation. 


THE 1959 AND 1960 DEBT PROGRAM 


Primary emphasis so far has been on the System’s problems 
in raising equity capital. Raising equity is crucial because, unless 
a business has a strong equity position, it will not be able to bor- 
row debt capital on sound terms. Thus about $9 billion of new 
equity capital was raised from investors in the postwar years. 

A.T.&T. convertibles have been the principal source of equity. 
Eight offers of convertible debentures have been sold to share 
owners since the war, aggregating $4 billion face amount, and 
upon subsequent conversion into stock, premiums totaling $1.6 
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billion were paid in. Including the offer now being made, two 
direct offers of common stock have been made to share owners, 
totaling in excess of $1.5 billion. In addition, about $300 million 
of equity has been raised through sale of subsidiary company 
common stocks to minority share owners. Finally, more than $1.5 
billion of equity has been raised through sale of American Tele. 
phone and Telegraph Company stock to Bell System employees 
under employees’ stock purchase plans. 

At the same time the System’s debt program has not been small 
or subordinate. As a matter of fact the System has raised about 
$6 billion of debt capital in the postwear years and has gone to 
the debt market to sell 100 large debt issues. These issues consisted 
of 11 debenture offerings by the American Company totaling $2.4 
billion, 75 debt issues of the operating telephone companies total- 
ing $3.6 billion, and 14 issues to refund called or maturing debt. 

Traditionally the System has tried to keep its debt ratio some- 
where in the range of 30 per cent to 40 per cent of total capital. 
It believes that a debt ratio in this range is geared to the risks of 


the telephone business and provides a borrowing margin against | 


emergencies such as the capital-raising problems of the early post- 
war years when, in spite of inadequate earnings, so much new 
capital had to be raised to meet the heavy backed-up demand for 
telephone service. Another important reason for keeping the Sys- 
tem’s debt ratio in the 30 per cent to 40 per cent range is that debt 
has a maturity and must be repaid. In the period from 1970 to 
2000 all of the $7.3 billion of System debt now outstanding will 
mature and have to be repaid or refunded. A major refunding 
program must be undertaken on top of whatever new money 
financing is required during that period. 

Through the 1950's the Bell System was struggling to improve 
its earnings, so the story of its financing is one of selling straight 
debt as long as it was possible and then resting the debt market 
while new capital was raised either through convertible debentures 
or straight stock offers to A.T.&T. share owners. When the proceeds 
from these offers and premiums received from conversion were 
exhausted, straight debt financing was again resumed. Typical of 
this program is the System’s financing experience during the past 
several years. 

Following many months of debt financing in 1956 and 1957, 
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an issue of $718 million of convertible debentures was offered 
to A.T.&T. share owners in February 1958. This issue, together 
with conversion premiums totaling over $300 million, provided 
new capital requirements until mid-1959. Beginning in August 
1959, eighteen debt issues totaling $1.25 billion were sold in a 
period of seventeen months through the end of 1960. The con- 
tinued offering of debt issues month after month began to over- 
tax the demand for telephone debt, and from mid-1960 on offers 
met with increasing buyer resistance. The market was again sat- 
urated with telephone debt and only two of the 1960 issues could 
be termed successful. Six failed to sell out while in syndicate. A 
five-year “no call” feature was included in some issues to attract 
sufficient investor interest for successful distribution. 

The System was again in the position of needing more equity 
capital. The convertible debenture route which had served so well 
in the past appeared inadvisable as market conditions were no 
longer adapted to successful convertible debenture financing. 
Stock prices were at record levels, and as a result the current 
dividend returns on stock investments were low. On the other 
hand interest rates were high. Accordingly, there would be no 
incentive for purchasers of debentures to convert their higher- 
yielding debentures into lower-yielding stock. Also, the specula- 
tive interest which had been so important to the success of earlier 
conversions would be reduced. With the convertibles selling well 
above their investment floor the possibility of loss on the down side 
would be far greater, and the hope for gain on the up side would 
depend on advances in the stock from already high levels. Also, 
the purchase of the debentures on margin would have to be 
financed on a far less advantageous basis in the present era of 
relatively tight bank credit. 


1961 STOCK OFFER 


Weighing the economic outlook and the fact that the System 
has been tapping the debt market continuously for a year and a 
half, the Directors of the American Company decided to shift to 
equity financing in 1961 to obtain new capital. In March and 
April 1961, American Telephone and Telegraph Company offered 
11.2 million additional shares to its share owners on the basis of 
one new share for each 20 outstanding on the record date. The 
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subscription price was set at $86 per share. At the time the sub. 
scription price was set, the market price of the stock was around 
$112. This offer, totaling more than $960 million, is the largest 
single piece of corporate financing ever undertaken. 

The risks involved in this large stock issue under volatile stock 
market conditions were far greater than the risks involved in any 
of the earlier convertible debenture financing. The 11.2 million 
shares represented the equivalent of over two years of trading 
on the Exchange. The Directors felt that, in the circumstances, it 
was essential to attempt to create a broad demand for the stock to 
insure the success of the issue. At the time of announcing the new 
stock issue, the Directors also announced that they contemplated 
increasing the dividend from $3.30 to $3.60—slightly less than 10 
per cent—starting with the dividend payable in July 1961. 

The success of this offer demonstrates that the investor con- 
fidence so necessary to the successful financing of the System’s vast 
construction programs has been restored. But stock financing is a 
risky undertaking at best, and fortunately this issue was launched 
in a strong equity market. A market decline of the same propor- 
tions as the market increase actually experienced during the offer 
would have been an extremely serious threat to the success of the 
issue. 


1961 REFINANCING 


While the proceeds from the new issue and from Employee 
Stock Plan installments will provide the System’s new money needs 
through 1961, the System gave the underwriting community some 
activity this year. With the decline in interest rates, System com- 
panies scheduled refunding operations totaling $400 million. This 
program involved substituting new lower-cost debt for issues sold 
during 1959 at relatively high costs. Four such refunding deben- 
ture issues: Southern Bell Telephone and Telegraph Company, 
New England Telephone and Telegraph Company, The Bell Tele- 
phone Company of Pennsylvania and A.T.&T. were sold. 

After these System issues were announced, the schedule of new 
issues built up (U.S. Steel, Continental Oil). Furthermore, as busi- 
ness picked up there were additional demands for capital. With 
the improving economic situation, it was touch and go as to 
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whether this program could be successfully completed. But the 
effort was worth while since these four refundings resulted in 
considerable savings. 


FUTURE FINANCING 


What lies ahead for the Bell System so far as financing is 
concerned? Mention already has been made of the $7 billion of 
debt securities that mature between 1970 and 2000. Plans must be 
developed to refund each of these issues or to have cash available 
to pay them off at maturity. 

Any estimate of future capital requirements of the Bell System 
has to be based on certain assumptions, principally (1) no war in 
the world, (2) no serious economic setback, such as the depression 
of the thirties, and (3) no major inflation. With continued eco- 
nomic growth on a sound basis and the expectation that the System 
will continue to grow somewhat faster than the economy, large 
construction expenditures will be required for the foreseeable 
future to: 

a) Meet the growing demands generated by our increasing 
population and rising living-standards. 

b) Complete our mechanization and improvement program. 

c) Build additional transoceanic cables, microwave, and tro- 
pospheric long-distance circuits. 

d) Introduce new services, such as Dataphone, Bell Boy, Inter- 
phone Systems, Telpak, and Wide Area Telephone Service. 

e) Perfect and put into service electronic switching, wave 
guide communications, optical maser (coherent light) commu- 
nications, and earth satellite systems. 

The System is ready to proceed with an experimental satellite as 
soon as the government makes available a rocket for the launch- 
ing. It is prepared to maintain America’s telephone leadership 

in space communications. Significantly, it is not looking for 
something for nothing but stands ready to pay for the rockets, 
sharing the cost with agencies of nations overseas. 


DEPRECIATION 


It is hoped that in the future revenue proceeds will provide 
a larger proportion of the funds required for plant replacement 
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and expansion than they have in the postwar years to the pres- 
ent. There is strong feeling within the Bell System that the 
federal income tax law should be changed to permit the deduc- 
tion of realistic depreciation allowances in determining tax. 
able income. By “realistic allowances” are meant allowances 
that are distributed over the life of the investment in relation 
to its loss in economic usefulness and allowances that return 
the purchasing power of the original investment, not merely 
the number of dollars originally invested. When the purchasing 
power of the dollar is declining, as in the postwar years, it is 
of great importance to businesses with large investments in plant 
and equipment to be able to claim realistic depreciation allow- 
ances for tax purposes. Otherwise, income taxes become in effect 
a tax on capital in the guise of taxing income. As a measure of 
control and to prevent abuse of liberal depreciation, we believe that 
the tax law should require that no more liberal depreciation 
methods may be used for tax purposes than are used by the tax- 
payer for financial reporting. Changes in the tax law to permit 
realistic depreciation allowances would stimulate investment 
and make additional funds available for investment. 


CONCLUSION 


As to the future, the past provides the best clues. Technologi- 
cal changes will continue to make telephone service better, widen 
its scope, and keep its price reasonable. Aggressive selling will 
further increase the use of service by individuals, business, and 
the government. If the economy continues to grow on a sound 
basis, there is no question but that the demand for telephone 
service will grow even more rapidly. 

The key to most future financing problems will be good earn- 
ings. Certainly every effort will continue to be made to improve 
earnings wherever possible through advances in the art of com- 
munications, through effective marketing of services, and through 
efficiencies and economies of operation. 
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Joseph F. Guidrey 


The Auditor’s Contribution to 
Organization and Control in 


a Data-Processing Program 


Auditors are becoming increasingly aware that automation will have 
a major impact on their functions with the accelerating trend to elec- 
tronic data processing. Traditional audit requirements no longer will 
be met automatically as electronic data processing absorbs more and 
more of the substantive operations of accounting. Not only do the 
specific requirements for data imposed by the auditor affect signifi- 
cantly the cost of data processing, but many of the controls on which 
the auditor has relied become an integral part of the machine process- 
ing, often in changed form. Procedural control rests with those who 
direct the preparation and use of programs and audit review; if it is 
to be effective, it must coincide with the development of the system. 
It must become concurrent, not restrospective, and must overcome many 
new difficulties that inevitably arise whenever modern electronic data- 
processing equipment is introduced in an organization. Thus the intro- 
duction of new equipment confronts the auditor with a challenge at the 
same time it brings him an opportunity to render increased service. 

Mr. Guidrey is Manager, Data Processing, for Sylvania Electric 
Products, Inc., and draws primarily on his background at Sylvania in 
discussing how the auditor can add significantly to the successful instal- 
lation of a data-processing program. This article is adapted from a 
paper presented May 9, 1961, at a special educational seminar spon- 
sored jointly by the Philadelphia Chapters of the Federal Government 
Accountants Association and the Pennsylvania Institute of Certified 
Public Accountants. 
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THE success of any data-processing endeavor is directly related 
to the quality of the personnel assigned to the program, to the 
over-all strength of the data-processing organization, and to the 
clear delineation of the objectives set by top management. Top 
management must give the program its fullest support at the 
Start and maintain an active interest in it at all times if the 
program is to be successful. From the very nature of his func. 
tion in the corporate organization, the auditor, next to top 
management, is in the best position to be acquainted with all 
the interlocking facets of the business. At one time or another, he 
enters into every phase of its activities and sees how all the 
pieces fit together. No one else has a greater opportunity to study 
the details and to know the inner workings of the over-all day-to- 
day operations. This makes the auditing department the logical 
area for top management to turn to for assistance in setting up a 
data-processing program. 

In the past the auditor’s knowledge has not always been used 
to full advantage, but where this has been true, it frequently 
has been the fault of the auditor himself in being somewhat 
reactionary to or unknowledgeable of the possibilities of a data- 
processing program. Fortunately few auditors are without some 
knowledge of data processing these days, when there no longer 
remains any doubt but that electronic data processing is here to 
stay. The forecasted expansion of its use in the 1960’s is almost 
unbelievable, and no other field presents a greater area for expan- 
sion possibilities. All major public accounting firms in the United 
States have a department devoted exclusively to data process- 
ing, and specialists in this field have grown up also in the manage- 
ment-consulting profession. 


AUDIT ASSISTANCE TO MANAGEMENT 


It should be a matter of great pride to the auditing profession 
that management is now looking to it for major assistance in the 
installation and control of data-processing programs. Its members 
will provide guidance and counsel to the data-processing staff 
in establishing the system and in the checking-out of routines to 
determine their value to the over-all program. Of major impor- 
tance to top management is the economics of the program. Here 
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again the auditing group is in a position continuously to review 
progress and cost as compared to the original plan, and its find- 
ings should be reported to management with recommended correc- 
tive action when necessary. Of course keeping top management 
fully informed is one of the auditor’s major responsibilities. 
Every data-processing program represents a tremendous invest- 
ment, and critical review and evaluation of what the company 
is receiving from that investment is essential to determine its 
worth and performance. 

The area of report evaluation is another in which the auditor 
can be of genuine service to management. By comparing the cost 
of report preparation to the anticipated benefit, he is in a posi- 
tion to make recommendations for discontinuance if economic- 
ally desirable. Unnecessary reports and unnecessary copies of 
reports are not only costly to prepare, but they also waste the time 
of the addressee, his secretary, his file clerk and, in general, clog the 
paper-work channels and tend to delay the completion of essen- 
tial matters. In this area also, the auditor must have the com- 
plete support of top management or he will find his recommenda- 
tions ineffectual. 

Too many persons in secondary levels feel that the number 
of reports coming to them is a real measure of status. With the 
advent of high-speed printers as a part of data-processing systems, 
the temptation becomes great to ask for additional, longer, and 
more detailed reports merely because the machine is capable of 
producing them. Many reports are turned out on a periodic 
basis of such length that no human being could possibly have the 
time or the physical stamina to look at them, let alone plan a course 
of action in time to be effective on the basis of the information con- 
tained in the reports. The auditor has the objectivity and knowl- 
edge of information requirements to assist the manager of the 
data-processing program in eliminating or at least minimizing 
reports of this kind. 


NEW CONCEPT OF CONTROL 


The auditor is subjected to a whole new concept of controls 
in the field of record keeping and the supplying of management 
information when his company establishes a data-processing pro- 
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gram. Electronic equipment is relatively new to all of us, and 
there is bound to be a natural tendency to be wary of the unknown, 
It is here that the auditor’s interest in controls and organization 
and his desire to know what makes a system function comes into 
play. He has many things to learn, to understand, and to accept, 
sometimes on faith at the beginning but on solid knowledge as 
his education and experience progress. 

The matter of control within a data-processing system always 
concerns the auditors and others in contact with high-powered 
computer systems. There is no question that this concern should 
be real, and it must be recognized that changes in concepts have 
to be accepted and new types of audit procedures established, 
specifically for use with electronic processing systems. Any change, 
of course, must be tailored so as not to deviate from sound audit- 
ing practice and basic standards. Electronic data processing has 
brought about no change in the principles of accounting and 
basically no change in the way final accounting and financial 
reports are presented to management. However, changes in report 
preparation techniques, such as “reporting by exception,” have 
made audit trails more difficult to establish and to trace. 

From the auditor’s viewpoint, the flow of data should be main- 
tained under complete control from the point of origin, through 
the processing stage, until the extracted information is in final 
form. His interest relates not only to the document originated 
at source but to the authority originating the document, because 
at that point it becomes a part of the company’s official business 
record. Once originated, all further handling concerns the use 
of the information to cause the taking of some predetermined 
action or the making of a decision, thus to form a part of the 
company’s accounting history. Output for any other purpose is 
wasteful and serves no beneficial function. 


CONTROL OF INPUT AND OUTPUT 


At Sylvania’s Data Processing Center, control of input and 
output rests in a group established as the Data Control Depart- 
ment. This group is responsible for all input into the center and 
maintains control until the finalized output is returned to the 
user. This same group is responsible for meeting predetermined 
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schedules for all input and output data and arranges the mode 
of feed-back to the ultimate user. In most cases, control totals 
accompany the input, and the Data Control Department logs 
this figure and later checks the output reports to the predeter- 
mined accumulated control figures. All output reports are reviewed 
at this point for format, legibility of carbons, and noticeable appar- 
ent irregularities in uncontrolled items such as name spellings. 
Under the present system, all input to the computer has to be 
in punched-card form, and basic data received at the Center in 
any other form is converted to punched cards in the Center. All 
phases of these conversion operations come under the responsi- 
bility of the Data Control Department. This department is the 
hub of the Center’s internal control operations and has been 
invaluable in helping maintain efficient computer operations, 
meet preset output schedules, minimize irregularities, and fix 
responsibility. : 

Sylvania’s internal auditing group is concerned with the pro- 
cedures established at this point for controls and checks on input 
and output data. However, as the processing stage moves into 
the computer room, the skepticism of the auditor, if he is not 
versed in data processing, is likely to mount. He sees reels of 
tape spinning and lights flashing, but, from the time he saw the 
punched cards converted to magnetic tape until he sees the 
printed report, he has worked on faith. He has been told that 
everything has been taking place in microseconds and that all 
figure development has been processed by invisible magnetic 
dots packed on tape to the extent of several thousand to the inch. 
Sylvania’s present computer uses magnetic tape with 250 char- 
acters to the inch, and there are now tapes that have a 1,000- 
character density. 


BASIC COMPUTER CONTROLS 


An auditor oriented in computer data processing is aware 
of what can be done in a computer system to satisfy normal audit 
requirements. Three basic methods of control for computer equip- 
ment may be distinguished: (1) programmed controls, (2) checks 
in the central processing unit, and (3) checks in the peripheral 
equipment. 
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Programmed control involves building into the original pro. : 
gram a means of controlling the equipment which will cause it 
to process data in the desired manner and in that manner only, 
There are numerous controls that may be built in to assure 
that no information is added or deleted in the processing phase 
and that specific arithmetic calculations have been correctly made. 
One type is a record count to make certain that the same number 
of transactions enter and exit from the system. Hash totals and 
proof figures can be introduced into the processing and the 
machine instructed to hang up when there is lack of agreement. 
Label checks can be established which will prevent the computer 
from accepting other than the proper tape in a processing sequence, 
Programmed reverse calculations can be made which will stop 
the computer in case of disagreement in the two calculations. 
There is the familiar system of zero balance and there are several 
others. 

In all these cases of programmed control, a method of correc- 
tive action must be established, for usually the computer will 
stop and the error must be corrected before it can proceed with 
its processing. In some instances, it might be preferable to have 
the inconsistency printed out on the Supervisory Control Type. 
writer, but usually an error would only be perpetuated if imme- 
diate corrective action did not take place. The main purpose 
in citing these programmed controls is to indicate that, once the 
input enters the system, it can be watched over by unseen factors, 
but nonetheless very real and effective ones. 

Controls within the central processor, which are often built in, 
include dual circuitry and parity bit checks. The equipment pre- 
sently in use at Sylvania has 30 per cent dual circuitry, and all 
arithmetic calculations are processed twice concurrently. If lack 
of agreement occurs, the machine comes to a halt. Parity bits are 
established on magnetic tape at the time original information is 
converted to tape from the punched cards. In the Sylvania system 
an odd-bit parity check is used, which means that if at any point 
in the processing a bit is added or dropped from a character, it 
becomes an even-bit character and stops the equipment. This is 
an invaluable check when you consider the number of times 
a single character may be transferred within the equipment dur- 
ing a single processing run. 
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The peripheral equipment also has a number of built-in check- 
ing features. One prevents the possibility of an error in the trans- 
fer of information from the punched card to the magnetic tape. 
By passing a card over a second reading station and reading back 
from the tape for comparison, the machine will simply stop if there 
is any difference and signal the disagreement. The same principle 
is used at the printer where the information is stored electronically 
for a comparison to be made to a feed-back from the actuators of 
the printing mechanism. If the actuators are not in agreement with 
the characters in storage, a print check is set up which stops the 
machine until corrective measures are taken. 

Many other checking features can be built into various equip- 
ments and many additional safeguards can be programmed in by a 
technical staff. However, the examples cited are sufficient to indi- 
cate there are effective protective features from an operating and 
audit standpoint. The physical audit procedures in the Data Con- 
trol Department and the protective facilities of the equipment com- 
bine at Sylvania to guard the data-processing program from any 
discrepancy, either intentional or unintentional. 


POSSIBILITY OF NEW AUDIT AVENUES 


While it may sometimes appear to the auditor that avenues 
for a complete audit may be closed or partially closed through 
the use of electronic data-processing equipment, there is a strong 
possibility that the reverse is true. The opportunity for the audi- 
tor, trained in computer data processing, to expand the scope 
of his control can be significantly increased by the use of electronic 
data-processing equipment. In many instances in the past, a spot 
check has been the best that the auditor could do. Now, by retain- 
ing selected computer instruction tapes and keeping them updated, 
he can feed detail into the computer for testing much larger 
volumes of data. He is able to instigate surprise checks to verify 
the fact that the instructions to the computer, the format of the 
detail, and the output are consistent with the accuracy and com- 
pleteness required of the system. In the type of applications 
Sylvania has at its Center at Camillus, this is particularly 
important in safeguarding the company’s assets. 

The Data Processing Center now handles on a corporate-wide 
basis, in all of their ramifications, accounts payable, accounts 
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receivable, payroll (including incentives), permanent property, 
personnel, inventory and general ledger. It also processes mate. 
rial control and sales analyses for some divisions. Future plan- 
ning calls for centralizing order entry, billing, warehouse replenish- 
ment and finished goods inventory control, as well as sales account- 
ing and marketing statistics. Every one of these planned future 
applications will provide input to the general ledger, with resultant 
profit and loss and balance sheet information. This will be an 
integrated system to a very high degree. Thus Sylvania’s data- 
processing program is one that requires the most stringent controls 
possible and one, therefore, in which internal auditing is of 
necessity very much involved. 


SYLVANIA DATA-PROCESSING ORGANIZATION 


Because of the concern of the auditor in the operation and con- 
trol of a data-processing program, it follows that he also has an 
interest in the organization which has the responsibility for 
administering and operating the program. In Sylvania the data- 
processing function is the responsibility of the Corporate Con- 
troller and is supervised by the Manager of Data Processing. The 
manager has a staff composed of a Supervisor of Data Processing 
Applications, a Supervisor of Data Processing Operations, a Coor- 
dinator of Data Processing Planning, a Supervisor of Commu- 
nications, an Office Manager, and a Cost Analyst. The organi- 
zation required to carry out a data-processing program will vary 
with the policies and organizational structure of a company, but, 
in general, the functions performed by the staff at Sylvania must 
be performed by someone in any data-processing program regard- 
less of the titles given to the individuals. 

The Supervisor of Data Processing Applications is responsible 
for all systems design and programming of projects to be placed on 
the computer. Reporting to him are three project co-ordinators 
with staffs of systems and programming personnel assigned to 
the evaluation and activation of new applications within pre- 
scribed areas of interest which have been set for each group. 
A fourth group reporting to him is made up of a number of 
programmers who are responsible for changes and modifications 
to programs that are already in existence. 
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The Supervisor of Data Processing Operations has the respon- 
sibility for processing the applications on the computer in a 
predetermined manner and on schedule with a standard of qual- 
ity and at a unit cost that is within the most exacting limits pos- 
sible. —To him reports the Supervisor of the Data Control 
Department mentioned earlier in this article. In addition, the 
Supervisor of the Computer Department and the Supervisor of 
the Tabulating Department are on his staff. 

The Coordinator of Data Processing Planning has the respon- 
sibility for making recommendations for intermediate and long- 
range plans concerning the conversion of new applications to the 
computer. The majority of the applications he reviews are cur- 
rently being performed on a decentralized basis in many different 
ways. He also acts as liaison between the Manager of Data Proc- 
essing and the Supervisor of Data Processing Applications in 
contacts with divisional representatives. 

The Supervisor of Communications is responsible for oper- 
ating the private-wire system and revising it to meet future 
requirements. He has the same responsibility for company voice 
tie-lines and other communications media. There also is an 
Office Manager who performs the usual functions of that posi- 
tion. 

The Cost Analyst is extremely important in Sylvania’s oper- 
ation since he reviews all cost savings projected by system analysts 
relating to new conversions. He also acts as budget officer and 
watchdog of the expenses incurred in carrying on the affairs 
of the Data Processing Center. The constant goal is to serve the 
“customers” — the operating divisions—at the lowest possible unit 
cost. 


AUDIT INTEREST IN COMPUTER-ROOM OPERATIONS 


The auditor’s concern extends to the actual operation of the 
computer room, for it is here that computer dollars are being 
spent. When one realizes that every minute a computer oper- 
ates costs several dollars, it becomes understandable that the min- 
imizing of lost time and the maximizing of per-minute output 
is a primary responsibility of the operating personnel and is of 
interest to everyone within the corporate structure. The audi- 
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tor is interested in the records that are maintained in the opera. 
tion for recording and analyzing time. It is paramount that they 
be sufficiently detailed for adequate analysis and designed for 
ease of recording. One of the most important control reports 
is a weekly record of time paid to the manufacturer of the com- 
puter equipment, with a detailed analysis of time spent for each 
job and the reasons for all lost time. The staff is constantly striv- 
ing to improve the record, or to paraphrase a common mili- 
tary saying—to get more “bits per buck.” A few minutes saved 
or made more productive here and there add up to many dollars 
for Sylvania and very quickly. The auditor’s other major con- 
cern in the actual operation is the area of input-output control 
previously discussed. It is expected that proper controls will 
have been established to prevent error in operation, by either 
built-in machine checks or by a flagging system that will bring 
any deviation to the attention of the operator by means of a 
special print-out or a machine stoppage. 

There are a number of situations with which the auditor will 
be faced as data processing becomes more fully entrenched and 
computers more widely used. Original documents will be pre- 
pared more automatically and the output will eventually take 
the form of coding on a magnetic tape. For several years, the sys- 
tem at Sylvania has been producing card and paper tape out- 
put, but it is certain that the near future will bring direct magnetic 
tape output, thereby eliminating the conversion stage. This again 
will add to the difficulty of establishing a visual audit trail and 
is a potential problem for which a solution must be found. 

In the future more and more business and accounting records 
will be maintained and stored on magnetic tape. This will mean 
that fewer details of intermediate processing steps will be avail- 
able, because in a data-processing program developed around 
a computer these intermediate steps will be eliminated. So, from 
input to output, many processing details will never be recorded 
outside the computer. All of these considerations cannot help 
but bring about an evolution, if not a revolution, in auditing 
as auditors face this era of larger and more complex data-proces 
sing systems and have to plan for adequate audit controls through- 
out the system. 
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LATER RECONSTRUCTION OF DATA 


Another major concern to the auditor is the ability of the 
system to reconstruct information that has been processed but 
is no longer available. It has always been necessary to replace 
information vital to the continued operation of the business if 
it should be destroyed by fire or other disaster. Payroll and accounts 
receivable are specific examples of vital data, and every precau- 
tion is taken to assure that a means is available to back up to a 
point and reconstruct when necessary. The problem is even more 
acute when information is on tape. 

In Sylvania a duplicate of each master instruction tape is 
retained at a safe distance from the Center. At the same point are 
stored copies of all magnetic tapes containing up-dated processed 
information at the end of a given period for specific applica- 
tions. For payroll, for instance, a duplicate up-dated tape con- 
taining the complete pay record of each employee is stored at the 
end of each pay period. For accounts receivable, the transfer 
of duplicate tapes is made at the end of each monthly cycle. In 
this way there are available magnetic tapes containing com- 
plete information as at the end of the previous processing period. 
The source of input retains duplicate detailed records of the 
input data for the period from the stored magnetic tape record 
to date for use in any reconstruction which might become neces- 
sary. There fortunately has not as yet been any need to recon- 
struct a record, but the capability exists should the need ever 
arise. 


NEW CHALLENGES 


Data processing and its techniques are rapidly becoming more 
sophisticated. Equipment and methods that persons in this field 
dreamed of just a few years ago are fast becoming realities. It 
seems that something new in data processing arrives in every 
mail, is relayed by every visiting manufacturer's representative, 
or is presented at every conference in the field of business and 
science. The opportunities and challenges presented to the audi- 
tor are limitless, but he must keep himself up to date and recog- 
nize that data processing is still in the initial stages of the impact 
it is making on the world of business and science. 
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Management expects much from the auditor in the development 
and installation of data-processing programs. In fact, there jis 
every reason for the auditor to expect much of himself. By train. 
ing and experience, it is natural that he should have a feeling 
of management responsibility and be in the position most quali- 
fied to assist management in assessing and controlling its data- 
processing requirements. The 1960’s have been forecasted as 
the decade in which the number of computers and _ persons 
employed in data processing will be multiplied many times over, 
This rapid increase will place additional burdens on the shoulders 
of the auditor. There is every reason to believe that the audit. 
ing profession will be prepared to assume these responsibilities 
and will completely fulfill the expectations of top management. 
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James M. Landis 


The Future of 
the Regulatory Agencies 


SOME months ago I submitted to the President a report dealing 
with the regulatory agencies of our. government. I was literally 
amazed at the reception that that Report got not only from the 
professions and the mass of our governmental personnel but also 
from the general public. It is of some interest to speculate on the 
causes for that reception. 

One of them seems to me to be that the public began to appre- 
ciate the vast areas of authority that these agencies possessed with 
regard to our economic life. Even the legal profession has barely 
recognized this fact since the tendency of practitioners in admin- 
istrative law is to center their work on few of these agencies, hav- 
ing only a vague knowledge of the workings and jurisdiction 
of the others. 

A second reason seems to be public recognition of the fact that 
there was a tremendous amount of fragmentation of regulatory 
concern in areas in which some development of national policies 
was essential if we were to increase the pace of our national 
growth. The public had become conscious of the erosion that 
has been occurring in our railroad traffic since the end of the 
Korean War. Despite the significant increases in our gross national 
production bringing with it vastly increased demands for trans- 
portation, the total ton mileages carried by the railroads was actu- 
ally declining. In the passenger field, conditions were even worse. 
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Inter-city service and particularly commutation service was being 
crippled. We in New York, for example, despite rapid growth of 
such suburban areas as Rockland County, were substantially 
deprived of commutation service down the west side of the Hudson 
River. Nor did the development of the highway program prove 
a solution to the problem. Traffic congestion characterized the 
points of entry into our cities, parking space was at a premium 
and parking rates skyrocketed. In respect to the carriage of goods, 
trucking concern after trucking concern went bankrupt. Despite 
substantial increases in air traffic, the carriers had their difficulties, 
One today is virtually bankrupt and others that were showing 
financial profits are now showing continuing and heavy financial 
losses. Our system of local air service is likely to require a subsidy 
of some $80,000,000 this coming year and several of our unsub- 
sidized all air cargo carriers have been forced to discontinue their 
activities. The simple remedial measures that have been employed 
of raising rates and fares—measures employed with a frequency 
never paralleled in our history—failed to bring any solution to 
this problem. 

Our maritime commerce presents much the same picture. More 
and more the carriage of goods by sea is falling into the hands of 
foreign flag carriers, despite our policies of subsidizing construction 
and operation. 

In the field of communications the emergence of a host of new 
nations threatens the continued use of those frequencies that we 
have been accustomed to using, unless somehow we find new 
frequencies and new means of communication that hitherto have 
not been utilized. In television we still have to find an economic 
viability for the UHF band. 

In energy, prices for natural gas have more than doubled. The 
future for hydro-electric power is not what it was in Theodore 
Roosevelt’s day, not even what it appeared to be in the days of the 
initiation of TVA or the Columbia Basin Project. The develop- 
ment of atomic energy for peaceful purposes is, from an economic 
as well as, I believe, a scientific standpoint, still in its initial stage. 
For the next decade or two it is unlikely that we will find cause 
to abandon even for the large industrial consumer the use of coal, 
oil and natural gas. The hydrogenation of coal, namely exploding 
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it rather than burning it so as to eliminate costs of transportation 
that now represent some 40 per cent of the price of the product and 
a process that is believed to increase significantly the energy deriv- 
able from coal, has not been developed, despite the origination of 
the concept some thirty years ago. 

Were our traditional regulatory methods capable of surmount- 
ing these problems, my report would have been meaningless. Not 
only have they failed to do so but there have been serious and 
damaging failures in the very operation of these traditional 
processes. Chief among these is the matter of delay. I realize full 
well the necessity of accumulating the necessary facts upon which 
rational and sensible decisions can be made and the time necessarily 
spent in doing so. But decision requires two other qualities— 
courage and imagination. These factors seem to me to have been 
lacking to some degree in the administrative process during the 
past decade. They should be present, in my opinion, at every level 
of that process—the early stages of negotiation, the hearing exam- 
iner level, and the top agency level. Procedures, bureaucratic 
procedures, have been developed and become crystallized that may 
assure what might be called “safety” in decision, but these pro- 
cedures place a tremendous check upon the other qualities of 
courage and imagination. Just as private enterprise must fall or rise 
upon judgments based on these qualities, government to an extent 
must take the same risks. 

A word more about my report. Misinterpretations of my sugges- 
tions are rife. I have been reported as in favor of a Ministry or 
Department of Transportation. Quite the contrary is true. I have 
suggested that an effort be made on a purely voluntary basis to 
coordinate the efforts of the various agencies active in this field. 
The success or the failure of that effort in any particular area may 
show empirically the need for some statutory authority to be 
lodged somewhere, but the necessity for such statutory authority 
will not be the product of some ivory tower or egg-head thinking 
but a demonstration arising out of the facts of a trial and error 
process. 

I have been reported as urging the creation of an Office of Trans- 
portation in the White House. Quite the contrary is so. I believe 
instead that the function of coordination is properly under the 
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Constitution a function of the Executive. It is an error,,in my 
opinion, to assign to some agency this duty of coordination. I have 
yet to see an Agency or a Department offer in the public interest 
to give up its jurisdiction over any specific area on the ground that 
it can be done better by some other agency. Parkinson’s Law mili- 
tates against any such effort. On the other hand, the Office of the 
President, which is responsible for the faithful execution of our 
laws and also the formulation of over-all policies, can view the 
problem objectively and can best make decisions, referable to the 
Congress if necessary, as to how best to organize our governmental 
machinery to effect the desired results. 

I have also been reported as suggesting or seeking to become a 
czar with respect to the regulatory agencies. Nothing has been 
further from my thoughts. Indeed, I deplored those instances where 
the Executive sought to inject its own opinions into the disposition 
of controversies before certain agencies. Adjudication simply ceases 
to be adjudication if it ceases to be independent. This is the basic 
principle that the Supreme Court of the United States has 
enunciated in the Morgan cases. And it is right. It was not only 
the intent of Congress in establishing these agencies that adjudi- 
cation should be an independent act, but it is the dividing line 
between democracy and dictatorship. 

On the other hand, I think gains have already been made. 
Whether they were stimulated by my suggestions or whether they 
derived from previous consideration of the problems is utterly 
unimportant. The fact is that they have been made. The Interstate 
Commerce Commission, for example, has broadened extensively 
the power of boards of employees and hearing examiners to make 
final decisions subject only to discretionary review by the Conm- 
mission itself, thus relieving the Commission members of time- 
consuming details that impinged unnecessarily upon their ability 
to handle really important matters. The central tragedy of life, as 
Ralph Waldo Emerson remarked—a remark so apt for our regu- 
latory agencies—is that a day holds only 24 hours. The Civil Service 
Commission has recently acceded to a request of the Interstate 
Commerce Commission to upgrade its hearing examiners so that 
the encouragement to join that corps is substantially increased. 
I would add as a footnote to that observation that the policy of 
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grading hearing examiners on the bases that the Civil Service 
Commission has previously operated shows in my opinion a mis- 
understanding of their function and the dignity that must attend 
their position. 

The Federal Communications Commission has now determined 
to make some review of the practices of licensees seeking renewal 
of their licenses. If these licenses were originally granted to them 
upon their representation of their proposed program content, their 
ability to live up to these promises bears some relationship to their 
privilege to keep a frequency that others are aspiring to. This is 
not a suggestion of censorship but simply a determination between 
competing licensees as to which one should in the public interest 
be granted a frequency that can only be utilized by one. 

The Securities and Exchange Commission announced recently 
that it would introduce the practice of thrusting upon individual 
Commissioners the responsibility of preparing individual opinions 
with respect to Commission decisions. This is a change in pro- 
cedure that I have long advocated. The anonymity that lies behind 
per curiam decisions, written by staff members whose names are 
unknown, who may never have heard the arguments and who are 
told how to decide before they may have even read the briefs of 
the parties, is a definite violation of the basic principles of the 
Morgan case. Yet that practice has characterized most of our agen- 
cies for decade after decade. Moreover, the practice destroys the 
value of precedent upon which the predictability of administrative 
law depends. I know that in my tenure on the Civil Aeronautics 
Board I tended to have little respect for decisions whose source I 
could not discover other than that they were written by the staff. 

But much more needs to be done. There is the problem of over- 
lapping jurisdictions. These are called “concurrent” jurisdictions 
by those who seek to defend them, and these concurrent jurisdic- 
tions are said to have a certain value. They do have a value to the 
men operating under Parkinson’s Law but they are a distinct 
obstacle to the trade or the persons upon whom they operate. I was 
somewhat shocked and surprised to read the other day a defense 
of the the concurrent jurisdiction exercised by the Federal Trade 
Commission and the Food and Drug Administration over false and 
misleading advertising in the food, drugs and cosmetic field by 
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Professor David Cavers, when I recall that in 1934 he spearheaded 
valiantly but unsuccessfully an attempt to bring the entire field 
within what was then the jurisdiction of the Pure Food and Drug 
Administration. It may be that my criticism stems from the fac 
that I have only grown older but not wiser. 

There is the further problem of trying to develop the necessary 
facts in certain types of controversies by means other than the 
cumbersome method of examination and cross-examination of 
witnesses. Business judgments involving millions and millions of 
dollars are not arrived at in this fashion and yet many of the 
decisions of our administrative agencies are in essence busines 
judgments where facts themselves are not in dispute. It may be 
that the Administrative Procedure Act of 1946 forecloses other 
than a judicial approach to these problems. Probably the institu. 
tion of trial by jury in lieu of trial by battle had similar obstacles 
to overcome. Probably the organized legion of professional cham- 
pions opposed that innovation as much as, I presume, our organized 
bar would resist any departure from our traditional judicialized 
methods of establishing not merely facts but economic hypotheses. 

Some 25 years ago accountancy could scarcely be called a profes 
sion. Since the passage of the Securities Act of 1933, it has become 
one. The prescription of standards by the Securities and Exchange 
Commission, complemented by the same move on the part of the 
American Institute of Accountants, buttressed by the enforcement 
of these standards by both the Commission and the Institute, has 
made of the accountants a profession comparable to that of the 
law. Medical experts, traffic experts, statisticians, may, perhaps, be 
amenable to some similar development and some similar disc- 
plines, so as to obviate the clashes in testimony that add to records 
and obfuscate the true issues. 

There are two further prime considerations that I believe 
deserve mention. The first is personnel. Without adequate per- 
sonnel, whatever else we choose to do is meaningless. I have on 
several occasions likened the selection of personnel to man our 
important agencies to the selection of personnel to fill our federal 
judgeships. Recently I had the occasion to discuss the subject with 
an old friend of mine, a long time practitioner before these agen- 
cies and a former President of the American Bar Association. We 
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agreed on the fact that as much intelligence, as much courage, had 
to characterize the appointment of men to our regulatory agencies 
as to judgeships. He then remarked that really more was needed. 
Judges, he said, because of our traditions are not only truly inde- 
pendent but are traditionally immune from political pressures and 
ex parte representations. Members of the. regulatory agencies, he 
said, have also to have the stamina and fortitude to stand up to 
these pressures, whatever ethical codes will be promulgated. More 
imagination is also required of them because they have to guess 
the future as well as determine the equities of past conduct. I think 
both you and I can admit that that thesis has validity. 

Secondly, there is the difficult but essential problem of develop- 
ing national policies in fields where the development of policy 
has been made impossible by the fragmentation of concern over 
that field by the creation of regulatory agencies having only a par- 
tial and in a sense a legalized prejudiced concern with their particu- 
lar jurisdictions. No one can fail to recognize the difficulties that 
attend an objective of this character. Apart from its intrinsic com- 
plexity, there are innumerable bureaucratic pressures, inter-agency 
rivalries, and competing demands on the part of vested interests. 
But somehow or other we must succeed. For, in my opinion, the 
destiny of these United States lies in that effort—the effort to shape 
our forms of government so that our philosophy of governmental 
support of individual effort, of private enterprise, can effectively 
promise more for the benefit, economically and spiritually, of man- 
kind than the philosophy of those other governments who would 
sacrifice the many to the ambitions of the few. 











H. Edward Breen 
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BOOKS AND PAMPHLETS 


American Management Association. Executive Committee Control 
Charts. Prepared by the Treasurer’s Department, E. I. du Pont de 
Nemours and Co. New York: The Association, 1960. 23 pp. $2.25. 


This bulletin describes the Du Pont system of control charts for 
appraising operating performance. The systematic reporting of key 
financial data to top executives through scientifically designed charts 
and tabulations for internal reporting are explained and shown in 
detail. Rigid rules govern the assembly of data for all charts and can 
be changed only by the committee. Of special interest is the way in 
which charts are used to point up trouble spots at a glance and hold 
group attention. 


Lytel, Allan. ABC’s of Computers. Indianapolis, Ind.: Howard W. 
Sams. 1961. 128 pp. $1.95. 


Computers have “made” the “paperbacks” in the form of a very 
readable handbook written to serve as a self-teaching introduction to 
electronic computers. In relatively easy-to-understand language, this 
admirable little handbook explains what computers are, how they 
operate, and what they can be expected to do. Programming, symbolic 
logic, wording, and input-output equipment are covered along with 
such technical features of computers as circuits, counters, magnetics, 
and switching devices. Its scope of interest ranges from student layman 
to electronic technician. 


Rolph, Earl R., and George F. Break. Public Finance. New York: 
Ronald Press, 1961. 586 pp. $7.50. 
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Designed as a textbook, this volume combines general consideration 
of government expenditures with descriptive historical treatment of 
debts and revenues and discusses tax policy against a broad back- 
ground of contemporary social problems. The volume is divided into 
four parts: I, “The Fiscal Setting”; II, “Taxation”; III, “Special 
Problems in Government Finance (Government Enterprise, Social 
Security Systems, Intergovernmental Fiscal Relations, and Economics 
of Metropolitan Living)”; and IV, “Fiscal Theory and Fiscal Policy.” 
American experience in fiscal affairs is the basis for most of the dis- 
cussion but some of the accumulating evidence about the public fi- 
nances of other countries is also included. The fiscal theory and policy 
chapters are probably the most interesting and are developed in the 
light of alternative monetary theories. 


Silk, Leonard S. The Education of Businessmen. (Supplementary 
Paper No. 11.) New York: Committee for Economic Development, 
1960. 44 pp. No charge. 


A popular summary by the Economics Editor of Business Week of 
the two-volume Ford Foundation and Carnegie Corporation studies on 
the current state of collegiate education for business careers in the 
United States. These two studies are sharply critical of the general 
state of business education in the United States, although accounting 
programs apparently are regarded as being somewhat less deficient than 
others. Both studies recommend that admission requirements be in- 
creased, academic standards materially raised, faculties strengthened, 
and greater emphasis put on foundation courses in humanities, mathe- 
matics, statistics, economics, and social sciences. A Ford Foundation 
grant is financing the distribution of copies of Silk’s summary report 
to leading business executives for the purpose of enlisting their active 
support of programs to improve business education. These studies are 
being widely discussed in academic circles and for this reason should be 
of interest to all FGAA members participating in educational programs 
or interested in assisting area universities in improving their programs. 
This is the bulletin that President Thomas H. Carroll of the George 
Washington University urged all accountants to read in his banquet 
address at the FGAA Tenth Annual National Symposium last May. 


Wallace, Robert Ash. Congressional Control of Federal Spending. 
Detroit, Mich.: Wayne State University Press, 1960. 188 pp. $5.95. 


Dr. Wallace deals with the procedures of Congress in connection 
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with its review of budget proposals, their weaknesses, and how they 
might be strengthened. He writes basically from the perspective of 
the legislative branch and tends to be rather critical of the facilities 
available to the Appropriation Committees for assistance in controlling 
expenditures. Pointing out that Congress cannot rely on agency and 
Budget personnel for objective commentary on the “President’s Budg. 
et,” he proposes that Congress either develop an adequate budget staff 
of its own or turn to the General Accounting Office for independent 
analysis of budget requests. While many may disagree with Dr. 
Wallace’s proposals, most will agree that his presentation of the 
budget review function of Congress is informative, provocative, and 
quite readable. 


ARTICLES 


Broun, R. Gene. “Statistical Sampling Tables for Auditors,” Journal 
of Accountancy, 111 (May 1961), 46-54. 


Mr. Broun, coauthor with Professor Vance of the new book, Sam- 
pling Tables for Estimating Error Rates or Other Proportions, pub- 
lished by the University of California at Berkeley, offers in this article a 
number of suggestions on how statistical sampling tables may be used 
to advantage in auditing. The sampling tables described provide a 
means of determining sample sizes necessary to estimate error rates 
statistically. They thus have the potential of becoming in the hands 
of auditors and accountants a tool which can complement present 
techniques. The author advocates that every professional accountant 
seriously consider practical tests based on a statistical approach. 


Fox, Harold W. “Statistical Error Concepts Related to Accounting,” 
Accounting Review, 36 (April 1961), 282-284. 


This article suggests that accountants and auditors might find the 
application of statistical error concepts to accounting a rewarding 
field for research. Statistics theory distinguishes between nonsampling 
and sampling errors, each of which have their accounting counterparts: 


Statistical errors Accounting errors 
I. Nonsampling errors I. Errors in accounting for meas 
urement 
A. False information, such as A. Source inaccuracy 


wrong readings or wrong 
responses 
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B. Data limitations, such as B. Limitations in the nature of 
mixtures of numerous dis- the data 
similar subcategories 

C. Mistakes in editing or math- C. Mistakes in data processing 
ematics 

II. Sampling errors II. Errors in accounting for con- 
trol 

A. Rejection of a true hypo- A. Variance unfavorable  al- 
thesis though in reality, favorable 

B. Acceptance of a false one B. Variance favorable although 


in reality, unfavorable 
C. (Misunderstanding due to C. Misunderstanding of the real 
lack of communication be- situation 
tween the practioner and the 
operating executive) 


The author holds that a systematic classification of errors fosters 
awareness and is probably the most productive approach to mastery of 
the error problem. 


Harper, Marion, Jr. “Business Needs an Intelligence Director,” Man- 
agement and Business Automation, 5 (March 1961), 20-23, 47. 


Development of a new profession is urged to provide management 
with an intelligence service for the shaping of strategy and policy. 
According to the author, who is Chairman of the Board of Interpublic, 
Inc.. management needs a “Director of Intelligence Services” who 
can develop information for alternative recommendations and outline 
the probable consequences of moving in any direction. The Intel- 
ligence Director’s contribution would be measured by his ability to 
relate technical specifics to broad courses of action and present a scale 
of probabilities for the guidance of the chief executive officer. Opera- 
tions research is viewed as an important phase of this new professional 
field, but one only of the numerous professional specialties requiring 
co-ordination by a “Director of Intelligence Services.” 


Hitch, Charles J., and Roland N. McKean. “What Can Managerial 
Economics Contribute to Economic Theory?” American Economic 
Review, 51 (May 1961), 147-154. 


The Honorable Charles J. Hitch, Comptroller and Assistant Secre- 
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tary of Defense, and his former associate in the RAND Corporation, 
Roland McKean, suggest in a paper read at the Seventy-third Annual 
Meeting of the American Economic Association last December that 
managerial economics can contribute to economics by increasing the 
efficiency of the economy. They hold that the central concern of eco. 
nomics is with the efficient allocation of resources—an endeavor inp 
which Mr. Hitch is now very much involved in the Department of 
Defense. Of particular interest is their view that analyses of specific 
governmental operations or problems of choice are extremely similar 
to analyses of business operations and management problems. Man. 
agement economics is represented as being as much concerned with the 
internal or management problems of governmental units as with those 
of business firms. 


Hoover, John Edgar. “FBI Accounting Investigations,” Accounting 
Review 36 (April 1961), 197-203. 


FBI Director Hoover provides in this article an exceptionally in- 
teresting account of the varied activities of an FBI Special Agent 
Accountant. Candidates for the position of Special Agent Accountant 
are required to have a degree from a four-year resident accounting 
school plus at least three years of practical accounting or auditing 
experience. Other requirements relate to age (must be between 25 
and 40), high physical standards, and the absence of any defects which 
might interfere with the use of firearms or participation in assignments 
involving considerable danger to the person. The description of rep- 
resentative Special Agent Accountant assignments clearly documents 
the professional caliber of the work itself and the exacting professional 
standards which must be met in its execution. This material should 
prove helpful in having agent accounting experience accepted as 
“qualifying” by state boards of accountancy and others concerned 
with the granting of CPA certificates. 


Lyons, Mary D. “Copying Processes and Equipment,” Office Man- 
agement and American Business, 22 (March 1961), 72-95. 


Copying equipment is fast becoming as commonplace as typewriters 
and desk calculators in government offices. This survey of copying 
equipment and underlying processes appears in the “Tools of the Of 
ice Series,” a regular department which deals each month with a differ- 
ent phase of office equipment. Intended primarily for the general 
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reader, it provides a comprehensive summary of the range of equip- 
ment available, basic features, manufacturers, and prices. 


Peloubet, Maurice E. “Is Further Uniformity Desirable or Possible?” 
Journal of Accountancy, 111 (April 1961), 35-41. 


Spacek, Leonard. “Are Accounting Principles Generally Accepted?” 
ibid., pp. 41-46. 


Gaa, Charles J. “Uniformity in Accounting ‘Principles,” 
47-51. 


Blough, Carman G. “Principles and Procedures,” ibid., pp. 51-53. 


ibid., pp. 


These four articles relate to a panel discussion at the American 
Institute’s meeting in September 1960 on the subject “How Far Can 
We Go Toward Uniformity and Comparability of Accounting Princi- 
ples?” The articles by Mssrs. Peloubet and Spacek were formal papers 
presented to the panel, Mr. Peloubet’s stating the case for flexibility 
and Mr. Spacek’s urging more uniformity. The articles by Messrs. Gaa 
and Blough were developed later from comments they made during 
the panel discussion. Professor Gaa’s article supports the position 
taken by Mr. Spacek while Mr. Blough’s strikes a middle course be- 
tween the two positions. All four articles emphasize the importance 
of the work in progress by the American Institute’s Accounting Princi- 
ples Board and its staff. As Mr. Peloubet states, 


Every accountant interested in the progress and development of his pro- 
fession should take a keen interest in the operation of the Board, particularly 
as the problems are being worked over and before the Board has arrived at 
any conclusions. Suggestions at that time will be more effective than protests 
after a statement is issued. 








Book Reviews 


United States Congress, Senate Committee on Government Operations. 
Financial Management in the Federal Government. (Senate Docu- 
ment No. 11, 87th Congress, Ist Session.) Washington, D.C.: U.S. 
Government Printing Office, 1961. 369 pp. $1.00. 


What promises to be a best seller among the “paperbacks” is this 
report of the Senate Committee on Government Operations, compiled 
by its staff. Mr. George B. Galloway, Senior Specialist in American 
Government and Public Administration for the Library of Congress, 
refers to it as “a monumental historical and analytical job . . . probably 
the most comprehensive and detailed review of the subject that has 
ever been compiled, and contains a wealth of fresh data on financial 
administration.... The report will long be an invaluable sourcebook 
for the use of interested Members and Committees of Congress and 
of students of public finance.” 

In the preparation of the report the Committee’s staff had the active 
co-operation of the Comptroller General, the Director of the Bureau 
of the Budget, the Secretary of the Treasury, and members of the Joint 
Financial Management Program. 

This document of 369 pages consists of an introduction and eight 
parts, the last of which includes the major public laws and reports 
that are basic to its subject, from the Budget and Accounting Act of 
1921 to the fiscal legislation introduced in the 87th Congress. 

Part I sketches the history of federal accounting from its origin in 
1789 to the enactment of the Government Corporation Control Act 
of 1945. Milestones in the development of sound principles of account- 
ing and financial management in the government during this century 
and a half were the Dockery Act of 1894; the Budget and Accounting 
Act of 1921; budget and accounting activities during the 1930's, includ- 
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ing the work of the “Brownlow Committee,” studies by Brookings 
Institution, and the transfer by Executive Order of the Bureau of the 
Budget from the Treasury Department to the Executive Office of the 
President; and the Government Corporation Control Act of 1945. 

Part II, “Improvement of Fiscal Operations under the Legislative 
Reorganization Act of 1946,” emphasizes the growing interest of Con- 
gress in increasing the efficiency of government operations through 
streamlining organizations including its own, strengthening controls 
in expenditures, simplifying reporting procedures, and in other ways 
improving the soundness of the government’s financial structure. ‘The 
problems incident to executing the requirements of this act are clearly 
stated. The areas in which it has failed to be effective are not ignored, 
and the benefits that have grown out of it are stressed. Of the latter, 
the accomplishments of the Senate Committee on Government Opera- 
tions, created under the provisions of this act, are among the most 
important, leading to the establishment on October 20, 1948, of the 
Joint Financial Management Improvement Program under the monitor- 
ship of the Comptroller General of the United States, the Secretary of 
the Treasury, and the Director of the Bureau of the Budget. 

Part III, “Recommendations of the Hoover Commission on Budget- 
ing and Accounting,” summarizes the work, recommendations, and 
results of the two Hoover Commissions, each of which was officially 
titled by the law that created it, “Commission on Organization of the 
Executive Branch of the Government.” The first was created on July 7, 
1947, and expired on June 12, 1949. The life of the second extended 
from July 10, 1953, to September, 1955. 

Part IV, “Budget and Accounting Legislation 80th through 86th 
Congresses,” deals with the Federal Property and Administrative Serv- 
ices Act of 1949, as amended; Title IV, National Security Act Amend- 
ments of 1949; Budget and Accounting Procedures Act of 1950; Supple- 
mental Appropriations Act of 1955, Section 1311; Cost-based budgets 
and accrual accounting; and a number of other legislative enactments, 
many of which were intended to give effect to recommendations of 
the Hoover Commission. The background and salient features of the 
laws are discussed, as well as the pros and cons of proposals designed to 
improve financial management in the government but not approved 
for legislation. 

Part V, “Improvements in Budgeting and Accounting, Government- 
wide, 1948-1960,” was prepared by representatives of the General 
Accounting Office, the Department of the Treasury, and the Bureau 
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of the Budget to summarize the financial management improvement 
activities and accomplishments throughout the government since the 
establishment of the Joint Financial Management Improvement Pro- 
gram in 1948. 

Part VI, “Improvements in Budgeting and Accounting under Specific 
Acts,” reports the accomplishments based on the provisions of such 
laws as the Federal Property and Administrative Services Act of 1949, 
as amended; Title IV of the National Security Act Amendments of 
1949; and the Post Office Financial Control Act of 1950. 

That much remains to be done to improve the efficiency of financial 
management in the federal government is clearly expressed in Part 
VII, “Proposed Budget and Accounting Legislation.” That the respon- 
sible Congressional committees are aware of the areas to be covered, 
of the problems to be solved (both technical and legislative), and of 
proposals that have been made for their solution, is equally clear. 
Legislation to create a Joint Committee in the Budget was first intro- 
duced in the Senate in February, 1950, and has been regularly reintro. 
duced at each succeeding Congress. Much of Part VII is a discussion 
of the efforts that have been devoted to this legislation, which has 
consistently failed to pass the House of Representatives. Various 
other proposals, including those directed toward (1) achievement of a 
balanced budget, (2) an omnibus appropriation bill, (3) item veto 
authority for the President, (4) separation of operating and capital 
expenditures in the budget, (5) creation of revolving funds, (6) pro- 
hibition of withholding or impounding of appropriations by the 
Executive Branch, (7) requiring reports on debts, commitments and 
uncommitted appropriations on a semiannual basis, and (8) provid- 
ing for legislative and fiscal sessions for Congress, have been considered. 
Some are still under study and will be the subject of legislation when 
it can be appropriately developed. 

There is no gainsaying the statement by the Honorable Joseph 
Campbell, Comptroller General of the United States, that this report 
is “a remarkable document to which all concerned can point with 
pride”; nor his further comment: “Not only will this historic work 
be of great value to Congressional committees and Members of Con- 
gress, it should also be required reading and reference for anyone 
seriously concerned with financial management in Government.” 


’ NorMAN L. Burton 
U.S. Army Audit Agency 
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Kaufman, Felix. Electronic Data Processing and Auditing. New 
York: Ronald Press, 1961. 180 pp. $6.00. 


While the literature on electronic data processing has been growing 
at a tremendous rate, relatively little deals with the field of EDP 
auditing, and this is believed to be the first volume devoted entirely 
to its control aspects. In the preface the author expresses his belief that 
it is important for those who control information, such as auditors, to 
have a complete understanding of the nature of electronic data process- 
ing as a tool, the range of its capabilities and limitations, and, very 
importantly, the conspicuous differences between this environment and 
that of other methods as they relate to control techniques. While 
previous knowledge of computer technology is not needed for an 
understanding of this book, a familiarity with accounting and auditing 
would certainly help since the book is definitely oriented toward 
accountants and auditors, including internal auditors and independent 
certified public accountants. 

The first three chapters contain an application-oriented description 
of the role of EDP systems and are concerned with: (1) the problem of 
control, (2) the nature of electronic data processing, and (3) planning 
for data processing. Dr. Kaufman points out that the use of a computer 
for information processing tends to concentrate controls that previously 
were diversified, thus confronting the auditor with an obligation to be 
concerned with the way this control power is handled. He concludes 
that with proper planning and preparation, however, there should 
be adequate documentation to fulfill this obligation and reflect the 
presence of needed safeguards. 

Chapters 4 and 5 present, in a unique and effective manner, abstract 
descriptions of EDP procedures applied to the functions of: payroll, 
sales, accounts receivable, cash receipts, purchase, and cash disburse- 
ments. Well-constructed procedural flow charts highlight the environ- 
mental impact of EDP at the critical control points in these functional 
systems. The usefulness of these charts is enhanced by their presenta- 
tion in a manner which permits comparison with corresponding 
charts in the American Institute’s bulletin, Internal Control, to illus- 
trate the application of internal control principles to the same 
functions. 

Chapters 6 and 7 deal with the subject of reliability as it relates 
to hardware controls, systems controls, and the movement of data. 
The author describes elements of reliability from the standpoint of 
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(1) economics of accuracy, or the costs of errors in relation to the costs 
of controls—costs necessary to avoid errors or to detect and correct 
them; (2) the techniques of redundancy applied to the information 
itself and to the actions taken in the processing of information; and 
(3) the relationship of data organization and error detection, which 
brings into play the natural reliability of EDP and the controls built 
into the computer through parity checks, echo checking, dual heads, 
dual circuitry, and the like, or through redundancy in the systems 
controls. 

Chapter 8 provides a comprehensive analysis of the effects of EDP 
on internal control, emphasizing the extent to which EDP can auto- 
mate measures of control, and questions whether certain generally 
accepted measures of control are necessary in an EDP system. This 
chapter also contains a classification of the various points of internal 
control identified in the AICPA comparative charts presented in 
Chapters 4 and 5, analyzed by (1) proof total techniques, (2) comparison 
of source data, (3) separation of duties, (4) co-ordination of paper work 
with physical processes, and similar recognized techniques of internal 
control. 

In Chapter 9 Dr. Kaufman presents, very succinctly, the best state- 
ment known to the reviewer of audit trail conditions and problems 
in the EDP environment. He points out that with EDP auditing 
costs may be easier to identify and compute and will be relatively 
more conspicuous than in previous manual systems because of the 
requirement for an “audit trail” which might not be a normal part of 
EDP procedures. The author suggests that auditors try to minimize or 
eliminate requirements which are imposed solely for audit purposes 
and to seek out and utilize those computer capabilities which he 
describes as the tendency of EDP to be self-auditing. 

Chapter 10, “Electronic Data Processing and Control Problems,” 
is in effect a summary which should lead those concerned with the 
control of information-processing systems to the reassuring conclusion 
that electronic data processing does not, by its nature, endanger or 
destroy audit trails or reduce the effectiveness of controls. 

This book had its genesis as a doctoral dissertation and reflects 
the benefits of thorough preparation. Dr. Kaufman is particularly 
well qualified by training and experience to discuss his subject. He has 
had extensive electronic data-processing experience as a systems analyst 


with ‘RCA and has been, successively, Director of EDP Processing, | 


Director of Management Services Research and Consulting Division, 
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and partner in charge of Northeast Region Management Services of 
Lybrand, Ross Bros. & Montgomery. The style of the book is easy to 
read and it contains some 45 simple but effective charts to lend clarity 


to the presentation. 
In the reviewer's opinion, this book should be on the shelf of every 


auditor or accountant whose agency, firm, or client now utilizes or plans 
to consider utilizing electronic data-processing equipment. 


CuHares A. PHILLIPS 
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